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PROPOSED CHANGES IN SUBCHAPTER C: 


Symposium of views of tax men on recommendations of Advisory 


Group on Sections 302-305, 318 


Determining tax consequences of corporate activities often 
depends upon taking the long view and considering the pos- 
sibility of changes in the law. Because of this necessity, cur- 
rent proposals for revision in the law being made by the 


Advisory Group on Subchapter C to the 


Internal Revenue 


and Means are 


Group represents a formidable array of talent and experience 
in corporate taxation; their appointment, deliberations and 
recommendations are all at the highest level of responsibility 


and knowledge. Consequently, their proposals must be under- 


Taxation of the House Committee of Ways 


of the greatest importance. The Advisory 


Subcommittee on 


mendations in the Report. 


stood by any tax man doing corporate tax work. The seven 
articles in this symposium explain the proposed changes, place 
them in context and assist the practitioner in deciding how 
much weight he should give to the proposals in his own 
planning. Because of the very wide coverage of the entire 
Report, this Symposium is limited in scope to Section 302 
with the related Section 318 and Sections 303, 304 and 305. 
In a subsequent issue your editor will comment on a radical 
proposal in the Report on Section 306, and other tax men 


will submit their views from time to time on other recom- 


—Richard L. Greene, Editor 





When should statute be changed? 


Section 302 recommendations raise question 


HE CHIEF OBJECTION to the amend- 
, poetioe to Section 3021 proposed by 
the Mills Subcommittee Advisory Group 
is that many seem unnecessary. It is difh- 
cult to see why the statute should be 
cluttered with some of the items pro- 
posed. 

Some of the proposals are merely re- 
statements of existing law. Such, for ex- 
ample, is the proposal to add a new 
paragraph 5 to subsection 302(b) to pro- 
vide that preferred stock shall be re- 
deemable at capital-gain rates in every 
case in which the holder owns less than 
1%, of the common stock. As the re- 
port of the Advisory Group notes, this 
is the present law and a ruling with re- 
spect thereto is readily obtainable from 
IRS. The 


statute be 


the national office of the 


Group suggests that the 


amended in order to eliminate the neces- 


1 All section numbers referred to are sections of 
the 1954 Code. 

2 The Code presently contains no provision per- 
mitting the basis of the shares redeemed, but 
taxed as a dividend, to be presented as basis of 
retained shares. 

8 The Code presently provides that a redemption 
not equivalent to a dividend shall be treated as a 
distribution in exchange for the stock. The Group 
would make it clear that Section 302 does not 
apply to deficit corporations, thus leaving them 
under the rule of Section 301 on distributions of 
property. Section 301 provides that the distribu- 
tion reduces the shareholder’s total basis for all 
his shares and only the excess is taxed as gain. 


by E. RANDOLPH DALE 


sity for requesting such rulings. It is 
submitted that this is not a proper justi- 
fication for amending the Code. 
Substantially similar considerations are 
applicable to a number of the other 
changes and, by contrast, in one situa- 
tion where clear statutory provision is 


needed /i.e., 


the proposed addition of 
subsection (e) with respect to lost basis],? 
it is proposed to leave the details to 
regulations. 

\ few detailed analyses seem appro- 
priate. The proposed amendment of Sec- 
tion 302(b)(1) with respect to corpora- 
tions having no earnings and profits fills 
a definite gap in the statute. The pro- 
posal to tax redemptions in the case of 
partners and partnerships as if the stock 
owned by the partnership were dis- 
tributed to the partners immediately 
prior to such redemption is an excellent 


Section 302 measures the gain or loss on the par- 
ticular shares redeemed. If the shareholder is a 
corporation and the distribution is made in kind, 
the Group’s proposal would make it clear that 
the general rules on property dividends to corpo- 
rations apply. 

‘For example, how about the partnership with 
fixed percentages plus a so-called “float’’? 

5 The Code presently provides that, for a redemp- 
tion to receive capital treatment as substantially 
disproportionate, the ratio of the shareholder’s 
voting stock to all voting stock prior to the re- 
demption must be less than 80% of the ratio 
after the redemption. The Advisory Group would 
add a provision to say that, where there is more 


solution to a knotty problem, although 
it may, in turn, give rise to other prob- 
lems. Similarly, the provision of a 
specific rule for determining the ratio 
of voting stock under Section 302(b)(2), 
disproportionate redemptions, may well 
add some clarity.5 Some doubt, however, 
as to its necessity is indicated by the 
\dvisory Group’s statement that they 
believe it to be the present law.® The 
provision of a specific rule as to the time 
of testing the 80% substantial dispro 
portionality test in the case of install- 
ment payments is somewhat hard to 
justify. This, too, seems to be the present 
law and, so far as is known, has never 
created a problem. 

The proposal to make the “series of 
transactions” rule? applicable to 302(b) 
(1) (redemption not substantially equiva- 
lent to a dividend) and (3) (termination 
of interest) as well as 302(b)(2) (sub- 
stantially disproportionate) is getting 
into an area, as the Advisory Group it- 
self indicates, where prearrangements of 
many kinds can be made. It is, of course, 
predict the 
future litigation, but the proposals might 


impossible to course of 


than one class of voting stock, the determina- 
tion of the ratio is to be made in accordance 
with the combined voting power of all classes of 
stock entitled to vote. 

®°In the author’s view, a correct belief. 

*The substantially disproportionate exemption 
of redemptions from dividend treatment is not 
applicable to any redemption which is part of a 
series which in the aggregate is not substantially 
disproportionate. 

SA redemption cannot qualify as a complete 
termination of interest if the shareholder retains 
an interest other than as a creditor. Qualification 
is also lost if the shareholder acquires such a 
forbidden interest within 10 years after the re- 
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well be said to eliminate all hope of suc- 
cess only in transactions which conserva- 
tive counsel would advise against under 
the present law. The general rules which 
exalt substance over form and proscribe 
the step-transaction doctrine are. still 
valid and, even if this proposal is en- 
acted, will still be needed by the Com- 
missioner in the area of such prearrange- 
ments. 

The proposal that the family attribu- 
rules be 


tion made applicable unless 


both the husband and wife terminate 


their interest in the corporation, would 
make 


flects a feeling, which is common, that 


a clear change of policy. It re- 


the law should not let a wife be re- 
deemed out while her husband stays in, 
x vice versa. The attribution rules are 
largely based on unprovable suspicion of 
joint family action. The Advisory Group 
apparently feels that this change will 
make the Code accord better with the 
proper assumption. 

[here is some theoretical value to the 
last three proposals, relating to (1) the 


definition of the “interest” that cannot 
be reacquired in the case of a redemp- 
tion of all of the taxpayer’s stock,’ (2) 
the enforcement of rights as a creditor 
after such a complete redemption, and 

}) rights to buy unissued stock. The 
only question that one might ask is: Do 
they solve real problems? 

If the Service (or the courts) takes a 
position on an issue, an amendment of 
the statute to provide a contrary rule 
However, 


may well be appropriate. 


where the Service has taken the desired 


position or there is every reason to be- 


lieve that it will take (or continue to 


take, as the case may be) such a posi- 
tion, it is difficult to justify a statutory 


amendment. Or, if a statutory amend- 


ment is justified under those circum- 


stances, then several volumes must be 


added to the Code. The promulgation 
of a regulation is the appropriate step 
if any is needed. Perhaps in some cases 
Revenue Rulings would suffice. It is the 
author’s opinion that the proposed Sec- 
tion 302(b)(6) not only is not properly 
the subject of a statutory enactment, but 


also is not even appropriate for a regu- 


shall have been consummated. 

The Group proposed a new Section 302(b) (6) 
to state specifically that, in determining whether 
a redemption is essentially equivalent to a divi- 
dend, the constructive ownership rules of Section 

18 shall not be applicable, but the relationships 
may be taken into account together with other 
facts and circumstances. It cited as an example 
the case of a father and son, owners of a corpo- 
ration, who have become estranged and have 
agreed to the son’s buying the father out by 
means of a stock redemption. If the father is the 
beneficiary of a trust owning some shares, he 
cannot comply with the conditions for a complete 
termination. 


demption 


Corporate organization and distributions * 67 


lation. Except by reading the example 
given in the report into it, the proposed 
new rule seems without any meaning 
which cannot be found in the present 
language of Section 302(b)(1).9 

If, in the opinion of the Advisory 
Group, it is desirable to make the sug- 
gested amendments to Section 302, it is 
difficult to see any stopping place. For 
example, it is difficult to see a valid 
justification for their failure to recom- 
mend that rules be provided with re- 
the other items that 
they mention. Surely, if there is a place 


spect to some of 


in the statute for the proposed rule pro- 
viding capital gain on preferred stock 
redemptions where the holder owns less 
than 1% of the common, in spite of 
the fact that the problem is being ade- 
quately handled administratively, why 
decline to put in a rule to take care of 
the problem with respect to the number 
of shares to be turned in, total basis to 
be used, etc., to be used in determining 
the redeeming shareholder’s gain or loss? 
The report seems to indicate that both 
are being adequately handled adminis- 
tratively. 

The number of problems in Section 
302 for which a clearer statutory answer 
could be provided is undoubtedly enor- 
The Reorganization Divi- 
Branch of the National Office 
alone could quickly provide at least 50 


mous. and 


dends 
problems of equal or greater dignity 
New legislation seems 


correct IRS handling 


had 


dividend 


" BODY OF CASE LAW which 
grown up in the area of 

equivalence of stock redemptions was 
not always consistent, and it did not 
always provide solutions permitting a 
fair and workable administration of the 
tax structure. Therefore, in drafting the 
1954 Code, Congress was faced with the 
choice of either discarding all of the 
existing case law or trying to retain the 
desirable parts of it. In the early drafts 
of the bill the 
chosen, but, in the final version, Con- 


former method was 
gress elected not to give up the help 
which the case law provided.1 

The specific rules which were adopted 
in paragraphs (2), (substantially dispro- 
portionate redemptions) and (3) (termi- 
nation of interest) of Section 302(b) were 
appended to the former statutory scheme 


[Mr. Dale is a member of the New York 
and Washington law firm of Chapman, 
Walsh & O’Connell.] 


with those recommended. Taxpayers and 
their counsel can surely provide a 
myriad of others. It will be relatively 
easy to expand Section 302 beyond the 
10 pages of the bill proposed by the 
Advisory Group to at least 50 pages. 

In the drafting of a new statute, it is 
usually possible to imagine numerous 
problems arising. To the extent that the 
problems appear to be real, answers 
usually become part of the statute. This 
is the essence of statutory drafting. It 
may even be proper to provide answers 
to all theoretically possible problems in 
the drafting of a new statute. However, 
in amending an existing statute, particu- 
larly if it has essentially been in exist- 
ence a great many years, there is no 
occasion to consider or handle theoreti- 
cal problems. Practical experience is 
available and no purpose is to be served 
by amending the statute to take care of 
problems which have not, in fact, caused 
trouble or controversy. 

By the above, no depreciation of the 
work of the Advisory Group is intended. 
This able group gave of their own time 
without charge and did a generally ex- 
cellent job at great cost to themselves in 
time and effort. They deserve the thanks 


of all workers in the tax field. 


necessary to 
of Sec. 302 cases 


by RICHARD D. HOBBET 


in order to provide a degree of certainty 
in two special situations. These new 
provisions were made restrictive in order 
to make certain no so-called loopholes 
were opened. Congress did not indicate, 
that 
were exclusive methods for obtaining 


however, the specific provisions 
capital-gain treatment in the situations 
with which they dealt. For example, it 
was not intended that the disproportion- 
ate tests set out in the decisions under 
the 1939 Code should be merged in the 
new statutory rule, so that a dispropor- 
tionate redemption would qualify for 
capital-gain treatment only if it met the 
conditions of Section 302(b)(2) of the 
1954 Code. 

Nevertheless, in administering Section 
302, the Commissioner has taken a posi- 
tion which, if upheld, will block this in- 
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[Mr. Hobbet is associated with the Mil- 
waukee law firm of Michael, Spohn, Best 
& Friedrich.] 


tended interpretation. The statement of 
the IRS position is made rather in- 
1.302-2(b) of the 
regulations. It purports to adopt the 


nocently in Section 
factual approach used under the 1939 
Code whenever a redemption does not 
qualify under the specific rules of para- 
graphs (2) or (3) of 302(b), 
but it states that one of the facts to be 


Section 


considered in making the determination 
under (1) (redemption not substantially 
equivalent to a dividend) “is the con- 
structive stock ownership of such share- 
holder under Section 318(a).”’ This raises 
a difficult question. Are the constructive- 
ownership rules of Section 318 intended 
to be superimposed upon the case law 
which developed under the 1939 Code, 
or is it intended that the specified rela- 
(family, stock- 
holding, or through estates, trusts, etc.) 


tionships partnership, 
be considered with other facts in deter- 
mining dividend equivalence? It is ap- 
parent that the Commissioner is present- 
ly taking the former position. Its result 
is that cases similar to those decided 
under the 1939 Code will have to be de- 
cided under completely different ground 
rules involving the constructive owner- 
ship of stock and, therefore, the former 
cases will be of little help. The Advisory 
Group seeks to correct this erroneous in- 
terpretation by providing a new Section 
302(b)(6) which would state that the 
rules of Section 318 do not apply in- 
flexibly to a determination under Sec- 
tion 302(b)(1), but are merely to be con- 
sidered, along with all other facts and 
circumstances, in determining whether a 
distribution is essentially equivalent to a 
dividend. 

The 
capable of being interpreted as Con- 


present Section 302 is clearly 
gress intended, and the adoption of an 
appropriate regulation, making it clear 
that the Treasury would follow such 
intent, would have been the best way 
to deal with this situation. But the 
Treasury, torn between its desire to in- 
crease the revenue and its duty to apply 
the law as Congress intended it to be 
applied, has deliberately created an am- 
biguity where none need have existed. 
In this situation, an amendment to the 
Statute appears necessary, and brevity 
1Compare H.R. Rep. No. 1337, 83d Cong., 2d 
Sess. A72 (1954) with S. Rep. No. 1622, 83d 
Cong., 2d Sess. 44, 233 (1954). 


2See Roehner and Roehner, Ratio Decidendi in 
Federal Tax Cases, 9 Tax L. Rev. 75 (1953). 
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must be sacrificed to clarity. The pro- 
posed Section 302(b)(6) appears to pro- 
vide an excellent solution. 

In contrast with this recommendation, 
the Advisory Group has suggested a new 
Section 302(b)(1)(B) to make statutory 
a rule stated clearly in the Commis- 
sioner’s regulations. This is the state- 
ment in Reg. Section 1.302-2(a) that the 
determination of dividend equivalence 
shall be made without regard to the 
earnings and profits of the corporation 
at the time of the distribution. The Ad- 
visory Group rightly points out that the 
statute is presently ambiguous in pro- 
viding whether Section 301 or 302 shall 
apply to a redemption of stock by a 
deficit corporation, and provides a well- 
drafted clarification but, since the Com- 
missioner has adopted the same rule in 
his regulation, it would seem better, in 
the interest of brevity, to leave the 
statute in its present form. 

A third suggestion is the proposed 
Section 302(b)(5) providing capital-gain 
treatment for redemptions of preferred 
stock if the shareholder holds less than 
1%, of both voting stock and common 
stock [including non-voting] immediately 
after the redemption. This change is sug- 
gested to avoid the necessity of secur- 
ing advance rulings from the IRS in this 


type of stock redemption. The addition 
of this rule to the Code will raise all of 
the problems which exist in the present 
Statute as to situations which just miss 
meeting the requirements of Section 
302(b)(2) or (3). Although they may 
not involve a distribution equivalent to 
a dividend, a court may hesitate so to 
find if Congress has narrowly defined 
the same area of the law. Here, again, 
it may be well to retain the present 
statute and let taxpayers rely on the 
guidance of their tax counsel.2 

These three suggestions illustrate the 
fact that formulating a rule is not the 
only problem of the legislator. In all 
three of them the Advisory Group has 
formulated rules which state clearly and 
concisely a solution to a particular issue 
which arises in the administration of the 
tax laws. The question remains, however, 
whether these rules should be made the 
subject of a specific statutory provision. 
To legislate in the first situation appears 
necessary to correct a misinterpretation 
of Section 302(b)(1) by the Commission- 
er, but the chance of a wrong interpreta- 
tion of the present statute in the other 
two situations appears sufficiently small 
to justify omitting the specific rules from 
the statute in the interest of preventing 
the Code from growing ever larger. 


Stock-redemption loopholes, inequities, 


in Section 302 may be corrected 


by J. BRUCE DONALDSON and ANDREW KOPPERUD 


A ee 1954 Cope made major changes 
in the statutory provisions dealing 
with corporate distributions in redemp- 
tion of stock. Section 302, Distributions 
in Redemption of Stock, has been the 
subject of a good deal of study and com- 
ment which has exposed certain am- 
biguities, weaknesses, loopholes and over- 
sights. The Advisory Group on Subchap- 
ter C has made a thorough and ex- 
haustive analysis of Section 302, has pro- 
posed legislative changes and has pub- 
lished a report. 

The Advisory Group proposes twelve 
amendments to Section 302, of which 
four are important changes; three 
amendments clarify the existing law! 
and five are of limited application.? In 
addition, the report of the Advisory 
Group discusses several areas which it 
considered, but regarding which no legis- 
lation was recommended. 

The following four amendments pro- 


posed by the Advisory Group are of 
general interest: 

1. The Advisory Group would amend 
Section 302(b)(6) to provide that, in 
determining whether a stock redemption 
is essentially equivalent to a dividend 
under Section 302(b)(1), the constructive 
ownership rules of Section 318 shall not 
be applicable, but the 
described therein may be taken into ac- 
count along with all other facts and cir- 
cumstances. The present statute states 
that the fact that a redemption does not 
qualify as substantially disproportionate 
under 302(b)(2) or as a termination of 
interest under 302(b)(3) shall not be 
taken account in 
whether a distribution is equivalent to a 
dividend under 302(b)(1). Thus, this 
amendment reflects the proper construc- 


relationships 


into determining 


tion of the present statute. However, it 
appears that the Commissioner has con- 
tended for a different and more restric- 
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[Mr. Kopperud is associated with the 
San Francisco firm of Cooley, Crowley, 
Gaither, Godward, Castro & Huddleson. 
Mr. Donaldson is with the firm of Ray- 


mond, Chirco & Fletcher, Detroit.] 


tive construction of the statute. The in- 
clusion in Section 302 of the specific 
provisions of subsections (b)(2) and (b) 
(3) has unduly de-emphasized (b)(1). 
This recommendation is important in 
clarifying the statute and also in 
strengthening the scope and context of 
(b)(1). 

2. Section 302(c)(2) provides that the 
family attribution rules do not apply 
where there is a complete termination of 
a shareholder's interest. The Advisory 
Group would amend Section 302(c)(2)(A) 
to provide that attribution 
spouses will apply in this situation. It is 
our opinion that this proposed amend- 


between 


ment is not necessary to prevent avoid- 
ance and would make the statute unduly 
rigid. 

Che exemption from the family at- 
tribution rules on termination of a 
stockholder’s interest applies only where 
the stockholder has not made gifts to 
or received gifts from persons within the 
Section 318 
within a period of 10 years preceding 


family relationships of 
the redemption, or such gifts did not 
have avoidance as one of their principal 
purposes. Moreover, the outgoing share- 
holder cannot be an employee or direc- 
tor of the corporation. Thus, the present 
statute effectively limits the ability of an 
individual to redeem stock and maintain 
control. 

[he proposed amendment would be 
inequitable in where the 
spouses have independent economic in- 


situations 


terests and ignores the circumstances of 
acquisition indicate the 
separateness of the spouses’ interests. 

In addition, minor children and rela- 
tives other than spouses could, under the 
proposed amendment, be used if avoid- 
ance by this procedure is practical. It 


which may 


therefore appears that the disadvantages 
of this amendment might well outweigh 
any benefit to be obtained from it. 


*(a) Amend Section 302(b) (1) to provide that 
the fact that a corporation has no earnings and 
profits will not require the application of Section 
302(b) (1). 

(b) Add Section 302(b)(2)(E) to provide 
that, where there is more than one class of vot- 
ing stock, the substantially disproportionate tests 
are applied to the combined voting power. 

(c) Add Section 302(b)(2) to provide that 
subsequent installments qualify for capital-gain 
treatment where the substantially disproportion- 
ate test was satisfied at the date of surrender. 
2(a) Amend Section 302(b)(2)(D) to provide, 
where stock is redeemed from a partnership, the 
disproportionality test be applied separately for 
each partner, as though the stock owned by the 
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3. Under the termination-of-interest 
rule of Section 302(c)(2), the outgoing 
stockholder must divorce himself of all 
interests in the corporation other than 
as a creditor. The statute makes no pro- 
vision regarding acquisition of a stock 
interest through enforcement of rights 
as.a creditor. The regulations prohibit 
the reacquisition of a stock interest even 
where it occurs as a result of the enforce- 
ment of rights as a creditor. Thus, a 
creditor may be unable to protect his 
right to payment of deferred install- 
ments of the purchase price of his stock 
without the redemption’s being treated 
as a dividend. The Advisory Group pro- 
poses the enactment of Section 302(c)- 
(2)(C) to provide that reacquisition of 
stock as the result of the enforcement 
of rights as a creditor will be considered 
to be in the enforcement of rights as a 
creditor if the default by the corporation 
could not reasonably have been antici- 
pated. This amendment deals equitably 
with a situation not considered at the 
time of enactment of Section 302 and 
adequately prevents abuses. 

4. Neither Section 115(g) of the 1939 
Code nor Section 302 of the 1954 Code 
gave any consideration to the basis of 
stock redeemed and treated as a divi- 
dend. The Advisory Group proposes an 
amendment to the effect that the basis 
of stock redeemed under circumstances 
giving rise to dividend treatment shall 
be (a) added to the basis of other stock 
owned by the taxpayer, (b) added to the 
basis of stock owned by another person 
whose stock is attributable to the tax- 
payer under Section 318, or (c) allowed 
as a loss to the taxpayer. Detailed provi- 
sions are to be provided by the regula- 
tions. This is a welcome proposal which 
will resolve a perplexing problem and 
provide symmetry to the statute. 


No change recommended 


The report of the Advisory Group, in 
addition to the proposed amendments 
above, discusses several problems regard- 
ing which it does not recommend legis- 
lation. 

1. The IRS has ruled that redemp- 


partnership had been distributed to the partners 
immediately prior to the redemption and the 
stock redeemed had been redeemed in the hands 
of each partner. 

(b) Add Section 302(b)(5) to provide that 
Section 302(a) shall apply to a redemption of 
preferred stock if the shareholder owns less than 
1% of the common stock and voting stock in the 
company after the redemption. 

(c) Section 302(b) (2) (D) be removed to Sec- 
tion 302(b)(7) and made applicable to 302(b) 
(1) and (3) as well as 302(b) (2), to make clear 
that the requirement that a shareholder own less 
than 50% of the voting power after a substan- 
tially disproportionate redemption cannot be 
avoided by a planned series of redemptions. 


[Gerald J. Kahn, whose article on marital 
bequests is on page 70, is a member of 
the firm of Godfrey & Kahn, Milwaukee. 
David J. Hardy, whose comments on Sec- 
tion 304 also begin on page 70, ts associ- 
ated with the Chicago law firm of 
Winston, Strawn, Smith & Patterson. 
William N. Haddad, author of the article 
on page 71, is a member of the Chicago 
firm of Bell, Boyd, Marshall & Lloyd.] 


tion of an estate’s stock, where a ma- 
jority shareholder was also a beneficiary 
of the estate, constitutes a distribution 
essentially equivalent to a dividend even 
though, in part, such redemption was 
pursuant to a contract between decedent 
and the corporation. It is apparent that 
this ruling would apply in many typical 
situations where there is a close corpora- 
tion and a buyout agreement. The buy- 
out agreement is an important and suc- 
cessful solution to the problems which 
result from the death of a stockholder 
in a Close corporation. Under the present 
Section 302, a redemption of all of the 
stock owned by an estate does not qualify 
under (b)(2) or (b)(3) if the beneficiaries 
of the estate own a substantial amount of 
the corporation’s stock. Moreover, the 
Commissioner's present position is that 
such a redemption does not satisfy (b) 
(1); this ruling appears unduly restric- 
tive in interpreting Section 302(b)(1). 
The Advisory Group’s proposed amend- 
ments do not afford a reliable solution 
and, therefore, specific legislation cover- 
ing this point is desirable. 

2. The Advisory Group’s report calls 
attention to an avoidance plan involving 
original-issue preferred stock. Under the 
plan, preferred stock is issued at the time 
of incorporation, and under the terms of 
the preferred stock it is subject to re- 
demption at a price substantially in ex- 
cess of par. By selling the stock shortly 
prior to redemption, both Sections 302 
and 306 are avoided and capital gain 
is achieved. No legislation is proposed 
to deter this avoidance possibility. It is 
suggested that legislation should be en- 
acted to prevent abuse from this de- 
vice. * 


(d) Add Section 302(c)(2)(D) to provide, 
that where there is a complete termination of a 
stockholder’s interest, he cannot reacquire an in- 
terest in a parent, subsidiary or successor corpo- 
ration which are defined as 50% owning or 
owned or entitled to the carryover provisions of 
Section 381(a), respectively. 

(e) Add Section 302(c) (3) to provide that the 
rule of Section 318(a)(4), providing that a 
holder of an option will be considered to own 
stock subject to option, will not apply to options 
to acquire unissued stock where the redemption 
price received for the stock does not exceed the 
price which must be paid to acquire a like 
amount of stock on exercise of the option. 

3 Rev. Rul. 56-103, 1956-1 C.B. 159. 
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Extend relief under Section 303 for shares 


redeemed to pay marital bequest 


t I VHE ADVISORY GROUP has recommended 
3031 be 


as to extend relief to stock redeemed 


that Section amended so 
from a legatee who had received it in 
satisfaction of a specific monetary be- 
quest. The Group was particularly con- 
cerned with the apparent denial of capi- 
tal-gain treatment to a redemption of 
shares from a surviving spouse who re- 
ceived them under a specific dollar mari- 
The 
adopted the position in his Regulations 
(Section 1.303-2(f)) that Section 303 does 


tal bequest. Commissioner had 


not apply “where stock is redeemed 
from a stockholder who has acquired the 
stock from the executor in satisfaction 
of a specific monetary bequest,” and 
by this inferentially may not apply to a 
fixed-dollar bequest under a marital de- 
duction formula. 

In enacting Section 303, it was the 
intent of Congress to provide liquidity 
to an estate consisting largely of stock 
in a family corporation by allowing its 
redemption without the severe tax con- 
sequences of a dividend upon the re- 
demption of the stock. To the extent of 
death taxes, funeral and administration 
expenses, distributions in redemption of 
stock included in the decedent’s gross 
estate are taxed, if at all, at capital-gain 
rates, provided all of the conditions built 
into Section 303 are met. 

Although it is most common for the 
stock to be redeemed from the dece- 
dent’s estate, the Commissioner in his 
Regulations has approved redemptions 
from others, such as a surviving joint 
tenant, a specific legatee, a donee under 
a transfer in contemplation of death, 
etc. However, stock acquired by _pur- 
chase is excluded from qualification as a 
Section 303 redemption and stock re- 
ceived in satisfaction of a monetary be- 
quest is equated by the Commissioner 
with stock acquired by purchase. 

The Advisory Group proposes to di- 
vorce the bequest from the purchase 
transaction and grant redemption privi- 
leges to the former under Section 303. Of 


particular concern to the members of the 


1 Section 303 provides for capital-gain treatment 
of certain redemptions from an estate of corpo- 
rate shares if the stock is 35% of the gross es- 
tate (or 50% of the net estate) and the amount 
of the redemption is not more than the estate 
taxes and expenses. 


by GERALD J. KAHN 


Advisory Group were the implications of 
Rev. Rul. 56-270 (1.R.B. 1956-25,22). The 
ruling dealt with a testamentary bequest 
to a widow measured by a marital deduc- 
tion formula clause providing for a gift 
of a fixed-dollar amount as distinguished 
from a gift of a fractional share of the 
residue. The ruling holds that, in view 
of the provision for the marital bequest 
in a fixed-dollar amount, gains were 
realized by the estate measured by the 
excess of the value of the property on 
the date of distribution over the value 
on the date of death or on the alternate 
valuation date, whichever is applicable. 

The effect of the foregoing ruling is 


that a fixed-formula marital bequest will 
be treated as a specific monetary bequest 
and, accordingly, stock of a family busi- 
ness received by a surviving spouse under 
such a marital deduction formula will 
not qualify for a Section 303 redemp- 
tion. The Advisory Group recommends 
the reversal of this rule by an amend- 
ment to Section 303 to include within its 


ambit “stock acquired by a legatee from 
the decedent's estate in satisfaction of a 
specific monetary bequest.” 

Although the Advisory Group pro- 
poses only a single change in Section 
303, the change is significant when con- 
sidering the prevailing use of the marital 
deduction clause which is the subject of 
Rev. Rul. 56-270. Under such a statutory 
change, the estate would not have to re- 
sort to the technique of first having the 
stock redeemed and then distributing 
the cash to the surviving spouse in orde1 
to gain the benefit of Section 303. 


New Section 304 proposal would not 


eliminate overlap in related taxpayer rules 


ps THE MOST PART the 
Group has adequately 


reasons for its 


Advisory 
stated the 
and, 
where this is so, practitioners are in posi- 


recommendations 


tion to appraise intelligently the Ad- 
visory Group’s report. Unfortunately, in 
some instances the Advisory Group has 
avoided discussion of policy considera- 
tions by asserting that a proposed re- 
vision is to accomplish what Congress 
really intended in 1954. A striking ex- 
ample of this is Section 304 (dealing with 
the redemption of the stock of related 
corporations). It is unfortunate that they 
omitted discussion of Congressional in- 
tent here because, in my opinion, the 
Advisory Group’s interpretation of the 
purpose of the section is questionable. 
Section 304’s predecessor in the 1939 
115 (g)(2)! 
after the decision in Rodman 


Code, Section was enacted 
Wana- 
maker Trust? to treat as a redemption 
the purchase of a parent company’s stock 
by its subsidiary. In 1954 Congress ex- 
panded the scope of this section to in- 
clude as redemptions purchases by one 
controlled corporation of the stock of 
another controlled corporation (the so- 


called “brother-sister” corporations) to 


the extent that such transactions are not 
covered by the Code as parent-subsidiary 
redemptions, and the constructive owner- 


by DAVID J. HARDY 


ship rules of Section 318 (as modified by 
Section 304(c)) were made applicable in 
determining control in both situations. 
The result is an overlap of the two situa- 
tions covered. One of the members of the 
Advisory Group is the co-author of an 
article which concludes: 

“Application of the attribution rules 
to a parent-subsidiary case will usually 
make it a ‘brother-and-sister’ case, and 
application of the rules to a ‘brother- 


and-sister’ case would seem always to 


transmute it into a parent-subsidiary 


case. In the event of overlap, the case is 
to be treated under the parent-subsidiary 
category, rather than under the ‘brother- 
and-sister’ category, and it would there- 


fore appear that the ‘brother-and-sister’ 


rules will almost never be applicable.’* 
The significance of this overlap results 


1 The subsidiary purchased some of the stock of 
its parent from the parent’s controlling stock- 
holder. The Government argued that the trans- 
action was in effect a dividend to the parent’s 
stockholder, but the courts found no authority in 
the Code for so treating it. 

211 TC 365 (1948), affirmed 178 F.2d 10 (8rd 
Cir. 1949). 

® Cohen, Silverman, Surrey, Tarleau and Warren, 
The Internal Revenue Code of 1954: Corporate 
Distributions, Organizations and Reorganization, 
68 Harv. L. Rev. 393, 402 (1955). 

* Section 304(b) (2). 

5 Report on Corporate Distributions and Adjust- 
ments to Accompany Subchapter C Advisory 
Group Proposed Amendments 10. 

® Hearings before Committee on Finance on H.R. 
8300, 83d Cong., 2nd Sess. 353 (1954). 

7 Cf. Report, supra note 5, at 3, 4, 5, 47, 50. 
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from the different rules for determining 


the amount constituting a dividend in 
these redemptions.* In the parent-sub- 
sidiary case, the determination is made 
as if property were distributed by the 
subsidiary corporation to the parent 
corporation and immediately thereafter 
distributed by the parent corporation in 
redemption of its stock. In the “brother- 
sister” case, however, the determination 
is made solely by reference to the earn- 
ings and profits of the acquiring corpo- 
ration. 

The Advisory Group’s proposal would 
eliminate the overlap between the two 
situations, but would also make the rule 
for determining the amount constituting 
a dividend in parent-subsidiary redemp- 
tions applicable to “brother-sister’ re- 
demptions. The net result is the same 
as if the overlap were not removed. The 
\dvisory Group justifies this solely by 
asserting that its recommendations “are 
intended primarily to make it [Section 
304] operate as it is believed Congress in- 
tended.”’5 A review of this legislative his- 
tory fails, in the opinion of this writer, 
to substantiate the Advisory Group’s in- 
terpretation. 

rhe section as first approved by the 
House of Representatives provided that 
the determination of the amount con- 
stituting a dividend shall be made solely 
by reference to the earnings and profits 
of the corporation which purchased the 
stock of the other corporation. In the 
hearings before the Senate Finance Com- 
mittee, it was pointed out that, in the 
parent-subsidiary situation, the dividend 


} 


determination rule of the House bill 
“may open a wide loophole for avoid- 
ance, since a corporation with large earn- 
ings and profits might arrange to acquire 
a subsidiary with no earnings and profits 
for the sole purpose of redeeming its 
own stock at capital-gain rates.”6 The 
Senate therefore reinstated the rule of 
the 1939 Code for parent-subsidiary re- 
demptions and retained the rule of the 
House bill for “brother-sister” cases. 

[he opportunities for avoidance in 
the parent-subsidiary situation are ap- 
parent, since a subsidiary can be or- 
ganized or acquired in a tax-free trans- 
action. However, in the “brother-sister” 
area individuals can acquire a second 
corporation only by transferring their 
property to a new corporation or by 
purchasing shares of an existing corpo- 
ration. Effecting a redemption through 
the corporation thus acquired would re- 
turn to the shareholders only what they 
with in the 


had parted acquisition. 
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When the redemption is effected by the 
new corporation with borrowed capital, 
which will be repaid out of future earn- 
ings, the opportunity for avoidance is 
more obvious. Likewise, the opportunity 
for avoidance is more apparent after a 
corporate separation under Section 355. 

It may be that the Advisory Group’s 


proposal is desirable, but when, in this 


and similar instances,?7 the Advisory 
Group fails to discuss policy considera- 
tions and relies only upon its interpre- 
tation—in this case erroneous—of Con- 
gressional intention, intelligent evalua- 
tion of its recommendations is obscured 


rather than assisted. 


Two-class common (Citizens Utility) stock 


plans would be killed by change in law 


QO~ OF THE RECOMMENDATIONS made 
by the 


Group to the Mills Subcommittee is di- 


Subchapter C Advisory 
rected against arrangements like those 
of the Citizens Utilities Company stock 
reclassification plan. (See 4JTAX312; 
5JTAX71; 5JTAX178; 5 JTAX316). 

In January 1956 the Citizens Utilities 
Company of Stamford, Connecticut, re- 
classified its common stock into two 
series, A and B, which were similar in 
all respects except that dividends on the 
B stock were to be paid in cash, while 
those on the A stock were payable only 
in stock. The 
into B shares at all times except during 


A shares were convertible 


the intervals between the declaration 
and record dates for cash dividends on 
the B shares. The company had obtained 
an advance ruling from the IRS to the 
effect that the reclassification and subse- 
quent conversion of the shares would be 
tax-free and further that the stock divi- 
dends paid on the A shares would not be 
taxable. The adoption of the plan and 
its supposed tax advantages were so 
widely publicized and stirred up so much 
excited comment that the Treasury was 
moved to reconsider its position. This 
resulted in a change of view about the 
taxability of the stock dividends in such 
situations, the change being reflected in 
a proposed amendment to the regula- 
tions under Section 305. The proposed 
amendment, which was published on 
July 10, 1956 (and is still pending), con- 
tains the following provision: 

“Where a 


classes of common 


corporation having two 
stock 


with respect to which dividends may be 


outstanding, 


paid in stock on one class and in money 
(or other property) on the other class, 
makes a distribution (or series of related 
distributions) in money (or other prop- 
erty) as to one class and in stock as to the 
other, the distribution of the stock is not 
under Section 305(a) since there is a 


by WILLIAM N. HADDAD 


choice as to the medium of payment of 
any distribution by virtue of the exis- 
tence of the two classes of common 
stock.” 

It is difficult to see any legal basis for 
this provision. Prior to 1954 it was 
established that a dividend payable in 
cash or stock at the election of the share- 
holders is taxable as a cash dividend. 
But it was also fairly well established 
that, where the stockholders make an 
advance commitment to the corporation 
to take stock for the amount of a divi- 
dend that is nominally declared in cash, 
the distribution constitutes a stock divi- 
dend. The character of the distribution 
thus logically depended on whether the 
stockholders had a true choice as to the 
medium of payment. 

There is no indication that Section 
305 of the 1954 Code was intended to 
change the law in that respect. Section 
305(a) lays down the general rule of non- 
taxability of stock dividends except as 
provided in subsection (b); and 305(b) 
provides that 305(a) shall not apply to a 
distribution by a corporation— 

“(2) if the distribution is, at the elec- 
tion of any of the shareholders (whether 
exercised before or after the declaration 
thereof), payable either— (A) in its stock 
(or in rights to acquire its stock), or (B) 
in property.” A similar exception, in 
practically the same words, appeared in 
Section 115(f) of the 1939 Code and in 
previous Revenue Acts back to 1936. 

In fact, the language of the exemption 
provision in the 1954 Code is broader 
than it was in the 1939 Code. Section 
115(f) of the 1939 Code in terms ex- 
empted stock dividends only to the 
extent they did not “constitute income 
to the shareholder within the mean- 
ing of the Sixteenth Amendment to the 
Constitution.” It might have been pos- 
sible to argue under that section that 
a distribution of stock to only a part of 
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the stockholders was taxable, regardless 
of any election as to the medium of pay- 
ment, because of the resulting change in 
the proportionate interests of the stock- 
holders. That argument is no longer 
available, since Section 305(a) of the 
present Code exempts all stock distribu- 
their tax- 
ability under the Constitution, except as 
provided in Section 305(b). There is thus 
less support for the Commissioner’s pro- 


tions, without reference to 


posed amendment to the regulations 
under the present law than there would 


have been under the old. 


Advisory Group proposal 


However that may be—the report of 
the Advisory Group adverts to the ques- 
tion of whether the restriction in 305(b) 
(2) can be “circumvented” by creating 
stock 
with dividends payable in cash on some 


two or more classes of common 
and in stock on others, and to the pro- 
posed amendment to the regulations on 
this subject and it recommends adding a 
clause to Section 305(b) ‘‘to make cer- 
tain for the future” that such cases are 
outside the scope of Section 305(a). The 
proposed new clause would read as fol- 
lows: 

“(3) if a distribution or series of re- 
lated distributions is made with respect 
to shares of one or more classes of com- 
mon stock of a corporation and such dis- 
tribution or series of related distributions 
is payable in the manner described in 
paragraph (2) (A) with respect to part of 
such shares and in the manner described 
in paragraph (2) (B) with respect to the 
remainder of such shares.” 

It will be noted that this Advisory 
Group proposal would withdraw the 
exemption from any distribution or 
series of related distributions (whatever 
that may mean) on common stock which 
is payable in stock with respect to part of 
the shares and in property with re- 
spect to the others, whether or not there 
has ever been an election as to the 
medium of payment. It thus goes beyond 
the Citizens Utilities 
case in which each holder of A shares 


the necessities of 


had a continuing right to convert them 
into B shares (and thus become entitled 
to cash dividends) up to the moment of 
each dividend declaration on the B 
shares. The amendment would also seem 
to apply to original-issue stock as well as 
stock received in a recapitalization, and 
to holders of shares of the Class A type 
who never owned shares of any other 
class—again extending beyond the facts 
of the Citizens Utilities case. 
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The language of the Advisory Group 
proposal is so broad as to make taxable 
a dividend which is paid in stock with 
respect to 99% of the shares and in cash 
with respect to the other 1%, when ad- 
mittedly the same dividend paid 100% 
in stock would be non-taxable. It might 
also leave doubt as to whether fractional- 
share interests in a stock dividend can 
safely be paid off in cash. There is no 
doubt that it will add to the number of 
requests for rulings in this area. 

It might be questioned whether this 
additional slight quirk or complication 
in the tax law is necessary; whether the 
appeal of the Citizens Utilities plan was 
not a passing fad the importance of 
greatly exaggerated; and 
whether there was sufficient threat to the 


which was 


revenue to justify a drastic remedy. The 
most advertised feature of the Citizens 


Utilities plan was that it enabled stock- 
holders who chose to do so to receive 
their dividends in stock which they could 
either keep tax-free or sell with capital- 
gain consequences—a result which, so far 
from being remarkable, is characteristic 
of a stock dividend. 

The Advisory Group proposal does 
not touch the “A” and “B” type plans 
which have developed more recently, in 
which the holders of one class of stock, 
in effect, waive their rights to share in 
any dividends declared before they con- 
vert their shares into the other class. 
Such holders who receive neither cash 
nor stock will presumably continue to 
be non-taxable in the absence of family 
or similar relationships indicating that 
the waiver was for the purpose of con- 
ferring a benefit on the other stock- 
holders. bs 


Constructive ownership rules more equitable 


under proposed revision of Section 318 


A $e9 RECOMMENDATIONS OF the Sub- 
- chapter C Advisory Group for re- 
vising the constructive stock ownership 
rules of Section 3181 seem to be, on the 
whole, an outstanding example of a re- 
vision which would give the law an ad- 
ditional measure of certainty for which 
there has been a wide-felt need, without 
changing the substance of the manifest 
Congressional intent. The unlimited at- 
tribution from and to _ partnerships, 
estates, trusts and corporations which is 
contained in the present Section 318 
has been an outstanding source of irrita- 
tion and despair to conscientious tax 
counselors. It has served to link share- 
holders who have no real community of 
interest. 

In the case of what might be called 
semi-public corporations, a conscientious 
tracing of attribution has been an al- 
most impossible factual task. True it is 
that, in most cases where the law will be 
changed by the proposed curtailment of 
unlimited attribution, the redemption 
could been sustained 
“not essentially 


probably have 


under the general 


equivalent to a dividend” theory, but 
the uncertainty of this and the obvious 
opportunity for dispute and litigation, 
coupled with the impossibility of secur- 
ing advance rulings, gave practitioners 
justifiable cause for complaint. Attribu- 
“partner of a partner of a 


tion from a 


by RICHARD R. TESCHNER 
partner” or 
lated except that each was a beneficiary 
of a particular estate or trust (which did 
not itself hold any of the stock in ques- 
tion) has led to ridiculous results justly 


between individuals unre- 


condemned by the practitioner. The 
recognition given by Section 318(a)(1) 
that there should be no attribution be- 
cousins 
reason of their relationship as such is 


frequently nullified because the indi- 


tween brothers or solely by 


viduals concerned are beneficiaries under 
a testamentary trust. 

The proposed 5% de minimis limita- 
would giving 
Statutory certainty to situations clearly 
outside the purpose of the attribution 
rules. 

Proposed Section 318(a)(2)(B)(i) to the 
effect that, stock 
estate has been specifically bequeathed, 


tion also be useful in 


when owned by an 


it should not be attributed to other 


beneficiaries, nor should stock be at- 


tributed to a beneficiary to whom only 
other property has been specifically be- 
queathed would, again, be a useful in- 
corporation into the language of the 
statute of its obvious purpose. The pro- 


1Section 302, in providing rules for granting 
capital-gain treatment to specific redemptions as 
substantially disproportionate or a complete ter- 
mination of interest require that shareholders be 
treated as constructive owners of stock owned by 
others related to them through family or part- 
nership ties or common interests in corporations, 
trusts, estates, etc., under the attribution rules of 
Section 318. 
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(Mr. Teschner ts a member of the Mil- 
waukee law firm of Quarles, Herriott & 
Clemons.] 


posed Section 318(a)(3)(B), however, does 
not seem to go far enough. Under this 
proposed subsection, stock owned by an 
estate beneficiary would not be at- 
tributed to the estate if the beneficiary 
cannot under any circumstances receive 
from the estate any interest in the corpo- 
ration actually owned by the estate or in 
the of disposition thereof. 
rhere is no apparent reason why stock 
owned by the beneficiaries of a specific 


proceeds 


bequest of a sum of money or other 
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property should be attributed to the 
estate. A better rule would seem to be 
that stock owned by a beneficiary will 
not be attributed to the estate if the 
beneficiary cannot under any circum- 
Stances receive from the estate any in- 
terest in the corporation actually owned 
bythe estate or in any gain or loss which 
might be realized upon its disposition. 

On the whole it would seem that the 
proposed revisions of Section 318 are 
well conceived and that they are badly 
needed, not because they will change the 
law but because they will make the 
language of the statute conform to its 
purpose and over-all effect. 


New corporate decisions this month 


Fair rent between related persons tested 
at time of lease. The stock of taxpayer- 
corporation was held by one trust, while 
the building it occupied was owned by a 
The 
trustees and beneficiaries of each trust. 


second trust. same persons were 
In view of the close relationship of all 
the parties and the absence of any inde- 
pendent trustee, the Tax Court held the 
percentage leasing arrangement was not 
an arm’s-length transaction and dis- 
allowed as a corporate deduction rental 
paid in excess of what was determined 
fair rental value. This court re- 


verses. A high rent under a percentage 


as a 


lease is not unreasonable if the lease was 
reasonable when entered into. The case 
is remanded to the Tax Court to deter- 
mine reasonableness then. Brown Print- 


ing Co., CA-5, 5/16/58. 


Corporation denied deduction for ac- 
crued interest payable to over-50% 
stockholder. The Commissioner 
allowed taxpayer corporation an interest 


disal- 


expense deduction for accrued but un- 
paid interest payable to one Froedtert 
on the ground that he reported his in- 
come on the cash basis, owned more 
than 50% of the stock and was there- 
fore a “related” person. Taxpayer took 
the position that Froedtert was only a 
creditor of the corporation; that his only 
interest in the stock was a security in- 
terest as its creditor; that he had previ- 
ously quit-claimed all of his stock to 
taxpayer which, pursuant to agreement, 
transferred it to a trust as security for 
indebtedness to Al- 
though the stock was recorded in the 
Froedtert had the 
right to vote the stock and also, because 


the corporate indebtedness to him was 


taxpayer's him. 


name of a trustee, 


in default, he was in a position to cause 
a private sale of the stock by the trustee 
at a nominal value with himself as pur- 
chaser. The Tax Court concluded that 
the practical ownership of the stock re- 
Froedtert and the 
deduction was denied. On appeal, tax- 
payer urged the reviewing court to 


mained in interest 


draw its own conclusions from the stipu- 
lated facts. This court discusses its re- 
viewing function at great length and 
concludes nevertheless that, even on in- 
dependent review of the record, it would 
agree with the Tax Court’s decision. 
Wisconsin Memorial Park Co., CA-7, 
5/16/58. 


No deduction for loss on sale of stock 
to controlled corporations via in-laws. 
Taxpayer incurred a loss on sale of stock 
at market value to her in-laws. They in 
turn later sold the stock to taxpayer's 
wholly owned corporations for the same 
price. Taxpayer was denied the loss on 
the sales, which are treated as having 
been made indirectly to her controlled 
corporations and therefore barred under 
Section 24(b) of the 1939 Code [Section 
267 of the 1954 Code.—Ed.] forbidding 
deduction of losses between related per- 
sons. This court affirms. Boehm, CA-2, 
5/20/58. 


Benefits of Section 337 not available to 
collapsible corporation; gain on liquida- 
tion is capital. Section 337 permits a 
corporate sale of property without recog- 
nition of gain to the corporation if made 
within 12 months of liquidation. The 
IRS rules that this section cannot be 
availed of by a collapsible corporation. 
The gain on sale of the property would 
be taxable income of the corporation. 


Since the corporation would, by the 
liquidation, have realized all of the tax- 
able income from its property, it would 
not then be collapsible and, accordingly, 
the gain, if any, to the stockholders upon 
liquidation would be capital. Rev. Rul. 
58-241. 


Income allocated on partially completed 
contracts. ‘Taxpayer is a corporation en- 
gaged in drilling of oil and gas wells 
under contract. Its stockholders formed 
a partnership in which each had the 
same proportional interest as he had in 
the corporation. Taxpayer, which re- 
ported on the completed contract 
method, then transferred five partially 
completed contracts to the partnership. 
The partnership, also on the completed 
contract basis, reported all the income 
from these contracts. The Commissioner 
allocated 65% of the income to tax- 
payer because the contracts were 65% 
completed the transfer. This 
court affirms the lower court’s holding 
that the was proper. The 
Commissioner has the authority to re- 
allocate income among related entities 
to reflect the income clearly. The re- 
allocation here more 
clearly than the completed contracts 
method. Dillard-Waltermire, Inc., CA-5, 
5/23/58. 


before 


allocation 


reflects income 


Business purpose not sole test of whether 
redemption is dividend. Taxpayer, ma- 
jority stockholder in a corporation, pur- 
chased an additional 35 shares of its 
stock from another stockholder. He paid 
part of the purchase price in cash and 
obtained monthly advances from the 
corporation to pay the balance. At a 
time when the advance amounted to 
$7,700, taxpayer transferred 22 shares of 
stock to the corporation in cancellation 
of this indebtedness. Taxpayer alleged 
that the purpose of the transaction was 
to enhance the credit standing of the 
corporation. The jury found for tax- 
payer. This court remands. The trial 
judge instructed the jury that the re- 
demption was not a dividend if there 
was a business purpose. But this is not 
the sole test. The jury should consider 
net effect of the distribution, including 
the following factors: business purpose, 
corporate initiative in making distribu- 
tion, available earnings and profits, divi- 
dend history, change in corporate own- 
ership, contraction of corporate business, 
whether all stockholders participated 
and what the corporation did with the 
stock. Fewell, CA-5, 5/23/58. 


More corporate decisions on page 77 
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How to organize a new business 


to obtain maximum tax savings 


When a new business 


by DOROTHY G. WILLARD 


being organized, the tax man has a unique opportunity 


to recommend a form that will result in tax savings over the years of operation. 


All too often, adequate attention is not given to the possibilities inherent in the 


choice of form (partnership 


corporation), 


taxable or tax-free incorporation, 


financing (debt or equity) and timing (when to incorporate an initial loss proprietor- 


ship). 


N THE FORMATION of any new business 
| eet there arises the question of 
the type of business entity under which 
to operate: shall it be a proprietorship? 
a partnership? a trust? or a corporation? 
If a corporation is formed at the begin- 
ning, some of the problems (and oppor- 
tunities) to be discussed herein will not 
be encountered. However, if operations 
are conducted under some other type of 
organization, and later it appears that 
the advantages to be gained from a cor- 
poration make it advisable to change to 
that form of business entity, these prob- 
lems may well arise. 

As we all know, there are both advan- 
tages and disadvantages in operating in 
the corporate form, all of which should 
be considered before making the decis- 
Probably the great- 
est advantage would be tax saving, and 
this discussion will be confined to that 
State taxes should 


ion to incorporate. 


consideration only. 
not be overlooked, to be sure, but as a 
result of the graduated Federal income 
tax on individuals, bearing with increas- 
ing severity as taxable income increases, 
the most important possibility of tax 
saving is in Federal income taxes. 

The question of incorporating a pro- 
prietorship or partnership for tax sav- 
ing is a matter of both when and how. 


When to incorporate 


First, let us consider the matter of 
when to incorporate. This point will 
normally be arrived at when the busi- 


Miss Willard reviews the considerations involved 


making these choices. 


ness is flourishing and appears likely to 
continue to flourish. Obviously, if there 
are present and anticipated losses, it 
would be better to have these losses pres- 
ently available to offset against other 
taxable income of the individual rather 
than locked within the corporation to 
be used only to the extent of uncertain 
future income of the corporation in the 
ensuing five years. Again, if the business 
income is low and the individual has 
comparatively little outside income, is 
married (and so has the tax benefits of 
split income), and has additional de- 
pendency exemptions, incorporation at 
that time would probably result in need- 
less additional Federal income taxes. 
however, that the 
business is flourishing and the future 
looks bright. How do we tell then when 
ve have reached the point where a tax 
saving will result from incorporation? 
The first point of reference is the cor- 
porate normal tax rate of 30% on the 
first $25,000 of taxable income. If the 
top tax bracket of the individual is in 
excess of 30%, he should consider the 
desirability of incorporating his business. 
In the case of a married person filing a 
joint return, this would mean taxable 
income in excess of $16,000; in the case 
of a single person or a married person 
filing a separate return, $8,000, and 
“head of household,” $10,000. 

Further consideration should be given, 
however, to the amount of money which 
the individual may need to take or want 


Let us suppose, 


to take annually from the business for 
his own living purposes. If this amount 
is greater than that which could be sup- 
ported as a reasonable salary plus pos- 
sible rent, and allowable interest, if any, 
on a bona fide indebtedness of the cor- 
poration to the individual, this excess 
would probably be construed to repre- 
sent a dividend to him, and the resulting 
double tax would in most cases more 
than cancel out the tax advantages ob- 
tained from use of the corporate form 
of business organization. 

The next consideration is the tax 
status of the earnings left to accumulate 
in the corporation, after salary, interest, 
and ordinary dividends, if any. There 
should be considered the possible ap- 
plicability of the special corporate sur- 
tax on accumulated earnings (Sections 
531 to 537 of the 1954 Code, which cor- 
respond to Section 102 of the 1939 
Code). In the case of a new and growing 
business, this special accumulated earn- 
ings tax should be of no immediate con- 
cern, as the corporation is allowed in 
any case to accumulate earnings to the 
extent of $60,000, and where the busi- 
ness is expanding it should be possible 
for a considerable period to justify the 
accumulated earnings for the needs of 
business expansion. 

Even if Section 531 appears not to be 
applicable, consideration should still be 
given to the fact that the accumulated 
earnings have not yet found their way 
to the personal bank account of the in 
dividual stockholder. Before the cycle is 
completed, these accumulated earnings 
may be subjected at least to tax at long- 
term capital gain rates on liquidation, 
or sale of the stock. However, it is true 
that in many instances no tax is ever 
paid, for death intervenes and the stock 
in the possession of the executor or ad- 
ministrator of the estate takes as its 
basis the fair market value at which it 
is included in the estate. 


Tax-free incorporation 

Once the decision to incorporate has 
been made, the next consideration is the 
method. The general Code section cov- 
ering the incorporation of a proprietor- 
ship or partnership is Section 351, which 
provides that no gain or loss shall be 
recognized if one or more persons trans- 
fer property to a corporation solely in 
exchange for stock or securities of the 
corporation and immediately after the 
exchange such persons are in control of 
the corporation. Control is defined for 
this purpose in Section 368(c) as the 
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ownership of stock possessing at least 
80% of the total combined voting power 
of all classes of stock entitled to vote 
and at least 80% of the total number of 
shares of all other classes of stock of the 
corporation. Issued stock and not au- 
thorized stock is recognized in determin- 
ing the number of shares required for 
control. 

In the case of more than one incor- 
porator, the stock and securities need 
not be issued in proportion to the trans- 
feror’s relative interest in the properties 
transferred. (This is unlike the previous 
provisions of the 1939 Code.) However, 
there is still the possibility of gift or 
compensation to one or more of the in- 
corporators if the stock and _ securities 
issued are disproportionate to the value 
of the property interests transferred. For 
instance, if father and son were equal 
partners and both transferred their in- 
terests to a corporation in which the 
father took 10% of the stock and the son 
90°, there would be no recognition of 
gain or loss, but the father might be 
found to have made a gift to the son in 

1e amount of the 40% interest he had 
given up. This would be based on the 
assumption that he had in effect received 
10° of the stock and given 40% to the 
son 

Control of the corporation must exist 
immediately after the exchange. Control 
by the transferors need not be retained 
permanently or for any length of time. 
lo this extent the requirement of a 
“continuity of interest” applicable both 
to corporate reorganizations and to 
transfers for the purpose of incorpora- 
tion has its definite limits. The trans- 
feror or transferors must have the requis- 
ite control only for some time, however 
short, immediately after the exchange. 
Once the control requirement is met, the 
transferors may proceed to dispose of 
tn 


ir stock, by gift or for consideration, 
even though such a disposition may 
bring about a radical change in the con- 
trol of the corporation. However, where 
a plan of incorporation comprises sev- 
eral consecutive steps, the plan will be 
viewed as a whole. It is, therefore, not 
enough that the transferors have the 
necessary control after any one of many 
intermediate and interdependent steps, 


if under the same plan and pursuant to 


Dorothy G. Willard is a CPA, and a 
partner in the Boston accounting firm of 
Charles F. 
ticle is based on a talk before the Massa- 
chusetts Society of CPAs.] 


Rittenhouse & Co. This ar- 
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prior commitment they must subse- 
quently give up control by transferring 
stock to outsiders. Control must be de- 
termined as of the time of completion 
of the plan. 

In an incorporation which qualifies as 
tax-free, the corporation takes over the 
assets without change in basis, and the 
transferor who received in exchange for 
the property surrendered by him only 
stock and/or securities of the transferee 
corporation (securities for this purpose 
being in general long-term bonds or 
notes or other evidences of long-term in- 
debtedness) has as the aggregate basis of 
the stock or securities received the ag- 
gregate basis of the property he has sur- 
rendered. If he has received both stock 
and securities or has received stock or 
securities of more than one class, this 
aggregate basis is apportioned over the 
various classes of stock or securities in 
proportion to the fair market value of 
each at the date of the exchange. 

If in addition to stock and securities 
of the corporation, cash or other prop- 
erty (such as, for example, short-term 
notes) is received by the incorporators, 
then gain is realized to an extent not 
exceeding the sum of the cash and fair 
market value of other property received. 
This realized gain is apportioned by the 
stockholder to increase his basis for the 
various classes of stock and securities re- 
ceived in proportion to their relative 
fair market values. The same realized 
gain is apportioned by the corporation 
to increase the basis of the assets re- 
ceived. Assumption of liabilities by a 
corporation is not the equivalent of 
cash; therefore, it does not prevent the 
exchange from being deemed a transfer 
of property solely for stock. If the liabili- 
ties assumed, however, exceed the trans- 
feror’s adjusted basis of the property 
transferred, the excess is treated as a 
taxable gain from the sale or exchange 
of the property. 


Taxable incorporation 


In some cases it may be desired not to 
effect a tax-free incorporation. If assets 
have decreased in value, the incorpora- 
tor or incorporators may prefer to take 
a loss on their individual tax returns on 
the transfer of the assets. Conversely, if 
the assets have appreciated in value, they 
may still prefer to pay a tax individually 
on the gains in order to provide a 
stepped-up basis for the same assets in 
the hands of the corporation. 

Under the 1954 Code, it has become 
much more difficult to obtain gain or 


loss recognition upon incorporation. It 
is no longer possible, for example, to 
achieve recognition by merely varying 
the percentage stock interests of the in- 
corporators from their interests in the 
assets transferred. Full recognition of 
gain or loss, however, can be accom- 
plished under the 1954 Code by failure 
to meet the 80% control test. As pre- 
viously stated, control is determined as 
of the time of completion of the plan 
of incorporation. If the plan as formu- 
lated and completed includes the trans- 
fer to outsiders of stock received for 
property (to the extent of more than a 
20% stock interest) — for example, to 
investors furnishing additional capital, 
or to investment bankers for sale to the 
public or as promoter commissions — 
gain or loss will be recognized and there 
will be no carryover of basis. If such a 
step involving the loss of control is mere- 
ly contemplated, however, without bind- 
ing agreement, it will be disregarded. 

Another possibility of achieving recog- 
nition lies in the fact that, by specific 
definition in Code Section 35l(a) and 
Regulation 1.351-1(a), “services rendered 
or to be rendered to or for the benefit 
of the corporation” are excluded from 
the definition of “property.” Thus, a 
person who receives stock, in what would 
otherwise be a Section 351 exchange, for 
his services to be rendered to the corpo- 
ration will be deemed to receive taxable 
compensation. If he gets more than 20% 
of the stock of the corporation, unless 
he also conveys property, the entire 
transaction will be taxable since the per- 
sons transferring property will not have 
the 80% control nec essary for a tax-free 
incorporation. 


Using short-term notes 


In an otherwise tax-free incorporation 
if cash or “other property” (such as 
short-term notes) is received in addi- 
tion to stock and securities, any gain 
wil} be recognized to the extent of the 
cash or other property received. A 1956 
revenue ruling indicates how, in at least 
one case, through the use of short-term 
notes a stepped-up basis was obtained 
for assets that had substantially appre- 
ciated in value. In this case, in exchange 
for the appreciated property, the new 
corporation issued both stock and short- 
term notes, the latter in face amount 
substantially equal to the appreciation 
in value of the property transferred. 
Gain was recognized to the transferor to 
the extent of the “other property” 
(short-term notes) received, and the new 
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corporation took as its basis for the 
property the basis of the transferor in- 
creased by the recognized gain, the effect 
being that the corporation took over the 
property at its full appreciated value. 
The notes in this case, as described in 
the ruling and approved by the Com- 
“other property” 
rather than a “security,” were notes ma- 


missioner as being 
turing in less than four years. It should 
be kept in mind, however, that no clear- 
cut definition of a “short-term note” has 
yet been made by either the Commis- 
sioner or the courts, and in some court 
decisions five-year notes have been held 
to constitute “securities.” 

In any incorporation in which there 
is either full or partial recognition of 
gain to the transferor, that gain may be 
either ordinary income or capital gain 
depending upon the nature of the assets 
transferred. In this connection, it is well 
to keep in mind Section 1239 of the 
Code, under which section any gain 
from the transfer of depreciable prop- 
erty by an individual to a corporation 
80% of the outstanding stock of which 
is owned by him or by his spouse, minor 
grandchildren is 
treated as ordinary income. 


children, or minor 


Partial incorporation 


If it is impossible, or seems not desir- 
able, to prevent a tax-free incorpora- 
tion, it may be well to consider keeping 
certain of the assets out of the corpora- 
tion. High-basis assets that have de- 
creased in value might then be sold by 
the individual and the loss taken to off- 
set taxable income on his own return. (If 
such assets were depreciable, however, 
this would mean giving up a substantial 
depreciation deduction otherwise avail- 
able to the corporation, and unless the 
individual had a continuing business in 
which to use these assets or could hold 
them for investment purposes, he could 
not continue to get the depreciation de- 
duction as an individual prior to their 
sale.) Low-basis assets which had appre- 
ciated in value might be withheld from 
the corporation and sold by the indi- 
vidual in order to avoid the double taxa- 
tion involved in their subsequent sale by 
the corporation with taxable gain and 
subsequent distribution in the form of 
dividends taxable to the stockholder. 


Capitalization 

The question of just what form the 
original capitalization should take is one 
dependent mainly on the needs of the 
business. Sufficient flexibility should be 
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provided to take care of the probable 
future requirements of the business; on 
the other hand overcapitalization at the 
time of incorporation could lock cash 
unnecessarily into the business, which 
would later require the payment of divi- 
dends taxable to the stockholders and 
nondeductible by the corporation. 

Therefore, consideration should be 
given at the time of incorporation to 
the possibility of issuing in addition to 
capital stock some interest bearing notes 
or other evidences of indebtedness for a 
portion of the assets. If the notes are 
held to be a genuine indebtedness of the 
corporation to the individuals, rather 
than additional risk capital, interest pay- 
ments would be deductible by the cor- 
poration (the interest income being of 
course taxable to the individuals) and 
subsequent redemption of the notes 
would be tax-free to the holders thereof. 
The tax status of the thin corporation 
has not yet been fully resolved by the 
courts, 

There have been numerous cases in 
which interest payments have been dis- 
allowed as a deduction to the corpora- 
tion or the redemption payments have 
been taxed as dividends to the recipi- 
ents, or both. Various factors have been 
considered by the courts as throwing 
light on whether the notes represented 
genuine indebtedness or merely addi- 
tional risk capital. Among these factors 
were whether or not there was a fixed 
maturity date and an unconditional ob- 
ligation to repay, whether or not the 
notes were subordinated to obligations 
to other creditors, whether the indebted- 
ness was recognized as such on the books 
of the corporation, and whether there 
was a reasonable ratio of borrowed to 
equity capital. There is considerable 
difference of opinion as to what may be 
considered to be a _ reasonable ratio. 
Some believe that it should be no more 
than two to one. In one case decided by 
the court three and one-half to one was 
allowed, and in a few isolated cases an 
even higher debt-to-equity ratio has been 
allowed. However, it has been stressed 
by the courts that the ratio is not alone 
determinative. 

It appears that a greater risk is run’if 
the original capitalization is on an 
equity basis completely and bonds or 
notes are subsequently issued in ex- 
change for stock, because it then be- 
comes necessary to establish that the per- 
manent capital needs of the company 
have been reduced. In the latter case, 
too, even though the indebtedness were 


established as bona fide, the exchange 
would still constitute a recapitalization 
under Section 368(a)(1)(E) of the Code, 
with recognition of any gain to the 
stockholder to the extent of the fair 
market value of the bonds or notes re- 
ceived. It appears then that if a corpo- 
ration is to become thin it would better 
be thin from the beginning. 

Some consideration might well be 
given to the issuance of preferred stock 
as well as common stock at the time of 
incorporation. Often the owners of 
closely held corporations want to make 
gifts to members of their families, but 
prefer not to give up any of the voting 
rights of the corporation. If only com- 
mon stock is issued at the time of in- 
corporation and it is later decided to 
issue preferred stock as a nontaxable 
stock dividend, the preferred stock may 
become so-called “Section 306” stock. If 
this stock is sold, the entire proceeds 
represent ordinary income up to its pro 
rata share of the accumulated earnings 
at the date of the payment of the stock 
dividend. If, instead of being sold, it is 
later redeemed by the corporation, the 
entire redemption proceeds may repre- 
sent a distribution the equivalent of a 
dividend and taxable as ordinary in- 
come. 


Other opportunities on incorporation 

There are other tax advantages that 
can be obtained by the change in entity 
from a proprietorship or a partnership 
to a corporation which should not be 
overlooked: 

A different taxable year can be adopt- 
ed. This, in connection with timing of 
the incorporation, could give rise to a 
fractional loss period before incorpora- 
tion which could be offset against other 
taxable income of the proprietor or part- 
ners. 

Inventory valuation methods may be 
changed. 

Reserve method for bad debt deduc- 
tions may be adopted in place of actual 
chargeoff or vice versa. 

Accounting methods may be changed, 
as from a cash to an accrual basis. 

While on the subject of cash basis tax- 
payers, it should be stated that in the 
incorporation of a cash basis proprietor- 
ship or partnership, it is important that 
all liabilities for expenses incurred by 
the unincorporated business be first paid 
off (or assets retained for that purpose) 
in order to get the expense deduction. 
If these liabilities were paid by the cor- 
poration, there would be no expense 
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deduction, because such payment would 
have to be capitalized. 

In the change from an unincorporated 
cash basis business to an accrual basis 
corporation, any accounts receivable of 
the cash basis business for credit sales 
are taken over by the corporation at a 
zero basis and represent income to the 
corporation when collected. Similarly, 
any inventoriable items taken over by 
the corporation from the cash basis busi- 
ness have a zero basis to the corporation 
as they have already been deducted by 
the unincorporated business reporting 
on a cash basis. 

\t the time of incorporation, it is well 
to consider whether the enterprise con- 
sists Of two or more severable types of 
business for the separate conduct of 
which a genuine business purpose can 
be established. If so, two or more cor- 
porations can be formed, resulting in a 
$25,000 surtax exemption for each of the 
corporations. The worst that could hap- 
pen would be denial of the additional 
surtax credit or credits, whereas if a 
single corporation is set up and it is 
later desired to split up the corporation, 
failure to qualify under the provisions 
of Section 355 of the Code would result 
in a reorganization subject to tax. For 
example, the Regulations under Section 
355 specifically provide that gain or loss 
shall be recognized in the spinoff of a 
separate corporation to operate real es- 
tate which has been substantially all oc- 
cupied for the purposes of the business. 


Multiple corporations 


In discussing the possible advantages 
to be gained from setting up two or 
more separate corporations, it has been 
assumed that the separate corporations 
would operate as profitable units. If, on 
the other hand, one or more of the sep- 
arate corporations were to show annual 
losses, any possible advantages to be de- 
rived from separate incorporation would 
probably be outweighed by the fact that 
these losses could not be offset against 
the profitable operations of the remain- 
der of the basic business. 

In considering whether two or more 
corporations should be formed, one 
should not overlook the hazard of hav- 
ing one of the corporations become a 
personal holding company. The personal 
holding company provisions of the Code 
are both technical and rigid and it is 
easy for a corporation organized with- 
out any such purpose in mind to run 
afoul of them. The penalty is severe: a 
tax rate so high as practically to force 
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the declaration of dividends taxable to 
the stockholders. It should be remem- 
bered that this tax on undistributed per- 
sonal holding company income is in ad- 
dition to the regular corporation income 
tax as determined in the ordinary man- 
ner. 

-The two tests, each of which must be 
met for the corporation to be classified 
as a personal holding company, are per- 
centage of stock ownership and percen- 
tage of gross income classifiable as per- 
sonal holding company income. To an- 
swer the technical requirements of a 
personal holding company, more than 
50% in value of the outstanding stock 
must at some time during the last half 
of the taxable year have been owned, 
directly or indirectly, by less than six 
individuals, and at least 80% 
income for the taxable year must be 


, of its gross 
personal holding company income. 

Most corporations in the situation and 
under the circumstances we are discuss- 
ing herein would answer the stock own- 
ership description of a personal holding 
company. It becomes all the more im- 
portant, therefore, to make sure that 
the income would not also meet the 
80%, gross income test. There are eight 
general categories of personal holding 
company income. I shall not describe 
them all here. 

There is one, however, that should be 
kept in mind if it is decided to form 
two corporations, one to own the real 
estate and the other to operate the busi- 
ness, whatever it may be. In any instance 
where a corporation owning real estate 
rents that real estate to another corpora- 
tion, 25% or more of the stock of which 
is owned by the stockholders of the cor- 
poration owning the real estate, the rent 
income may, if the Commissioner and 
the other courts follow the recent 320 
East 47th St. Corp. decision (243 F.2d 
894 (2nd Cir. 1957)) be considered to be 
personal holding company income, pro- 
vided the corporation also has personal 
holding company income from other 
than rental sources in excess of 10% of 
the gross income of the corporation. If 
profits are allowed to accumulate and 
surplus funds are invested in securities, 
such a corporation could very easily be- 
come a personal holding company with- 
out any intent on the part of the direc- 
tors to make it that. Or, gains from the 
sale of securities could result in its be- 
coming a personal holding company. 

If it seems inadvisable to form a separ- 
ate corporation to hold the real estate, 
consideration might well be given to 


having the real estate retained by the 
individual or individuals personally, par- 
ticularly if it has a high basis with a 
substantial depreciation writeoff. By re- 
taining and renting the real estate to 
the corporation, the individuals could 
obtain a portion of the cash needed for 
living purposes from a reasonable rent, 
deductible by the corporation, and 
would be able to offset that income for 
tax purposes in large part by deprecia- 
tion, a noncash deduction. This could 
also operate to keep salary requirements 
from the corporation within the bounds 
which would be deemed “reasonable” in 
justifying the deduction by the corpora- 
tion. 


Conclusion 

The matters to receive careful consid- 
eration before changing to a corporate 
form of organization are: 

1. The present and the anticipated 
future profits or losses. 

2. The other taxable income of the 
individuals concerned and the amount 
which they will need to take from the 
business each year for living expenses. 

3. Whether from an overall tax point 
of view a taxable or a tax-free exchange 
would be preferable. 

4. Whether other tax considerations 
such as the change of fiscal year, change 
of accounting methods, or change in 
method of valuing inventories are of im- 
portance in the particular case. 

5. Whether more than one corpora- 
tion should be formed and whether the 
personal holding company hazard exists. 

6. Whether it would be advisable for 
the individuals concerned to retain some 
of the assets, such as real estate, individ- 
ually. 

7. The amount of capital required to 
operate the business in corporate form. 

8. The fair ratio of indebtedness to 
equity capital, and 

9. The division of equity capital be- 
tween common and preferred stocks. 

The utmost care in considering each 
of these items will enable us to reach the 
right conclusion in respect of the best 
type of organization for the particular 
needs of a business. wy 


New decisions 





Gift of stock not bona fide; redemption 
by corporation a constructive dividend 
to remaining stockholders. [Discussion of 
this case was printed last month. See 
9J]TAX39]. A father owned 48 shares 
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and his two sons one share each of the 
stock of a scrap-iron corporation. In 
1947, in anticipation of his remarrying, 
the father put 23 shares in the names of 
each of his sons. Later in 1950 he and 
his sons became involved in a serious 
dispute and, under a written contract, 
the corporation agreed to pay the father 
$93,700. The father agreed to resign and 
to transfer to the corporation the two 
shares remaining in his name, not to 
compete for 10 years and to relinquish 
all salary claims. The Tax Court held 
the father did not make a gift of 46 
Shares to his sons in 1947 since they 
were merely nominees whose names were 
used to suit his convenience, and that 
the sons received a constructive dividend 
of $93,700 in 1950 when the corporation, 
had 


excess of 


which accumulated earnings in 
that amount, paid for the 
father’s stock. This court affirms. Zipp, 


CA-6, 5/21/58. 


Farmer’s advances to marketing corpo- 
ration non-business [Certiorari denied). 
Taxpayer-farmer advanced about $46,000 
to a corporation which he helped or- 
ganize to engage in the business of shell- 
ing and marketing peanuts. The Tax 
Court found that the advances were 
loans rather than contributions of capi 
tal. However, taxpayer is entitled to a 
nonbusiness bad-debt deduction only. 
He was not in the business of lending 
money to corporations generally, and 
while the corporation was conceived of 
as an aid to his business of raising 
peanuts, it was an independent venture. 
The Fourth Circuit affirmed. Gulledge, 


cert. den., 5/19/58. 


stock 
creditor. Under a contract with its pre- 


Subscriber to corporate not a 
ferred stock subscribers, taxpayer corpo- 
ration obligated itself to issue the pre- 
ferred shares upon payment of the full 
subscription price. Pending receipt of 
the full price, taxpayer paid “dividends” 
on the subscription deposits which it de- 
ducted as “interest.”” The court finds the 
relationship between taxpayer and sub- 
scriber is not that of debtor-creditor, but 
that of corporation-stockholder, and dis- 
allows the deduction. Unitex Industries, 
Inc., 30 TC No. 43. 


Distribution after consolidation not divi- 
dend. Taxpayer was a stockholder in a 
corporation which entered into a con- 
solidation with two other corporations. 
Taxpayer received stock of the consoli- 
dated company in a tax-free exchange 


August 1958 


for his stock. The agreement of consoli- 
dation provided that taxpayer’s corpo- 
ration was to contribute $2,400,000 of 
assets and that, if it should be deter- 
mined that the actual assets were more 
or less than amount, the 
holders of that corporation would re- 
ceive or contribute the difference, as the 
case might be. Nearly three years later it 
was determined that the corporation had 
contributed $120,000 excess assets, and 
cash in this amount was distributed to 
its former stockholders. This distribution 
is not a dividend to taxpayer, but boot, 
taxable as long-term capital gain. Davis, 
CA-6, 5/12/58. 


this share- 


Conversion of association of insurance 
underwriters into stock insurance com- 
pany tax-free. For valid business reasons 
an association of insurance underwriters 
taxable as a corporation transferred all 
of its assets, except the cash and the 
other assets in a guaranty fund, to a new 
stock insurance company in exchange for 
capital stock. The guaranty fund was 
paid over to the members of the associa- 
tion with the stock of the new corpora- 
tion. The IRS rules the exchange is a 
The guaranty 
fund is treated as boot and the gain 


tax-free reorganization. 
realized by each underwriter upon the 
exchange is taxable to the extent of the 
boot. The gain is a dividend insofar as 
the association had earnings; the excess 
is capital gain. Rev. Rul. 58-218. 


Planned stock redemption doesn’t fore- 
stall 531 (old 102) 
denied]. The Commissioner asserted tax 
under Section 102 (Section 531 of 1954 
Code) for 1946 and taxpayer defended 


tax [Certiorari 


on several grounds: (1) general economic 
conditions, (2) a plan had been adopted 
(it was carried out in 1947) whereby the 
company borrowed heavily and used 
most of its available funds to buy 80% 
of its stock—held by two stockholders 
who had been trying to sell their in- 
terests and (3) need for plant expan- 
The Tax Court found that by 


1946, since taxpayer was “out of the 


sion. 


woods financially” by the end of 1945, 
it could have paid dividends. That court, 
while conceding that protection of the 
corporation from sale to outsiders and 
reduction to the state of “captive 
foundry” is a corporate purpose, noted 
that the 
achieved by declaration of a dividend of 
1946 earnings and redemption for a 


same result could have been 


lower price. The need for plant expan- 
sion was dismissed as inconsistent with 


the stock buyout. The Tax Court con- 
cluded the question of whether or not 
the earnings or profit were permitted to 
accumulate beyond the reasonable needs 
of the business was not essential to the 
decision of this case because taxpayer 
failed to sustain his burden of prov- 
ing the absence of the interdicted pur- 
pose: the avoidance of payment of sur- 
tax by the shareholders. The Tax Court 
said that the very substantial and ob- 
viously anticipated tax savings to the 
controlling shareholder in the redemp- 
tion made it impossible to accept the 
view that saving surtax did not to some 
degree permeate the plan. The existence 
of obvious alternatives for achieving 
the retirement of some charges contra- 
dicts the sole reason for the failure to 
distribute earnings. The Seventh Circuit 
was satisfied the 


affirmed. It taxpayer 


was availed of to avoid surtax. Pelton 


Steel Casting Co., cert den., 5/19/58. 


Loss on transfer to controlled carpora- 


tion disallowed. A loss on transfer of 
property by a partnership to a corpora- 
tion controlled by the partners and their 
wives is disallowed on the ground that 
the conveyance was not an arm’s length 
transaction. Estate of Ginsberg, TCM 
1958-95. 


Jury finds compensation reasonable. Five 
stockholder-officers were paid salaries of 
about $18,000 each by taxpayer corpora- 
tion. The Commissioner allowed $6,000 
for one and about $12,000 for each of 
the other four. Upon the judge’s charge 
as to the factors affecting the deduction 
for reasonable compensation, the jury 
found for the taxpayer that all salaries 
claimed were reasonable compensation. 
Coca-Cola Bottling Co. of Mitchell, DC 
S.D., 3/31/58. 


Executive salary of $31,400 reasonable. 
Salary and bonus of $31,400 paid to an 
ofhcer by a corporation manufacturing 
curtains and draperies is considered rea- 
sonable; the officer acted as the purchas- 
ing agent and was also in charge of sales 
and production. Penn Needle Art Co., 
ICM 1958-99. 


Additional 2% tax on consolidations ap- 
plies to entire income. The additional 
tax of 2% in the case of affiliated corpo- 
rations filing a consolidated return is 
imposed as a surtax upon the entire 
consolidated taxable It is 


income. ap- 


plicable to the first $25,000 of income 
as well as to the excess. Rev. Rul. 58-246. 
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Joint tenancies in the tax picture: 


most of them involve gift taxes 


F EW PEOPLE EXCEPT tax experts realize 
that most joint tenancies involve tax- 
able gifts. This method of ownership is 
the United States 
entered into as such a matter of course 


so common in and 
that most laymen are startled to learn 
of the tax questions it brings. Even tax 
advisers sometimes overlook them. By 
virtue of its importance and the al- 
most universal tendency to neglect it, 
the question of joint tenancy requires 
constant emphasis. At the Taxation Sec- 
tion meeting of the last Nebraska Bar 
\ssociation, William H. Lamme, of the 
and 
Simmons, made a brief, excellent sum- 


Fremont firm of Spear, Lamme 


mary of the tax aspects of joint ten- 
ancies. He said: 

Under the Code the term “gift” has a 
much broader concept and meaning 
than it has at common law. 

Every transfer of money or property, 
sale or otherwise 


whether made as a 


from one person to another without 


full 


money or money’s worth, is in whole or 


adequate and consideration in 
in part a gift in the meaning of the 
gift tax law. The tax is imposed upon 
all such transfers in excess of the exemp- 
tions and deductions allowed by law 
made by any individual. Transfers in 
joint tenancy of real estate and in joint 
ownership in personal property with 
but few exceptions come within the 
purview of the act. Except for one im- 
portant change, the 1954 Code left un- 
changed the pre-1954 rulings, regula- 
tions and code decisions concerning 
joint tenancies. We are, therefore, deal- 
ing largely with the treatment of such 
property as found under the 1939 Code. 
Broadly stated, it may be that 
under the 1939 Code all transfers of 
property, real or personal, in joint 
tenancy or joint ownership with right of 
survivorship were subject to gift tax 


said 


when made in excess of the applicable 
exemptions and deductions, with the 
exception of joint bank accounts and 


jointly held United States savings bonds 
which were excepted under a special 
rule. 


1954 changes 

The only change in the 1954 Code in 
respect to joint tenancies is the addition 
to the gift tax law of Section 2515. It 
provides that, eftective as to transfers 
made in 1955 or later, in the case of the 
creation between husband and wife of a 
tenancy by the entirety or a joint ten- 
ancy with right of survivorship in real 
property, the donor may elect to have 
the transaction treated as a gift, but 
that, unless he does so, it will not be 
treated as a gift. Where the creation 
is not treated as a gift, the termination 
of the tenancy (other than by death of 
a spouse) is deemed to have resulted in 
a gift by one spouse to the extent that 
the proportion of the total consideration 
furnished by such a spouse multiplied by 
the proceeds of termination exceeds the 
value of such proceeds of termination 
received by him. The election referred 
to above must be made on a gift tax 
return filed for the year in which the 
tenancy is created and without regard to 
the the 
Where the spouse creating the tenancy 


value of property involved. 
does not wish to treat the transaction as 
a gift, no special action is required. 
Since Section 2515 of the Code applies 
only to real property, interests in per- 
sonal property are governed by the gen- 
eral definition of “gift.” So too are in- 
terests in real property held jointly by 
persons other than husband and wife. 


Termination of tenancy 

If a joint tenancy in real estate be- 
tween spouses treated as gift is termi- 
nated during the joint lives of the 
spouses, a gift will arise if the proceeds 
are divided otherwise than in the pro- 
portions in which they originally con- 
tributed. 

By way of illustration, the committee 
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report says: “If the husband furnished 
$30,000 and the wife $10,000 as con- 
sideration for the purchase of the real 
property, and when the property was 
sold for $60,000, the husband received 
$35,000 and the wife $25,000, the gift 
at the time of sale would be computed 
as follows: 

“Value of husband’s interest equals 
$60,000 x $30,000 + $40,000 = $45,000. 

“Value of gift equals value of interest 
minus value of proceeds received. 

“Gift equals $45,000 minus $35,000 
equals $10,000. 

“Where the proceeds of a sale, ex- 
change or other disposition of such 
property are not actually divided be- 
tween the spouses but are held in their 
joint names in a bank account or other- 
wise or in the name of one as custodian 
or trustee for both, each spouse is pre- 
sumed to have received, as of the date 
of termination, proceeds equal in value 
to his or her enforceable property 
rights in respect of the proceeds. 

“If the donor spouse who creates a 
joint tenancy in real estate does elect 
to have such transfers treated as a gift 
under the provisions of Section 2515, 
there should be allowed as a deduction 
in computing taxable gifts for the cal- 
endar year an amount in respect to such 
interest equal to one-half of its value.” 

The proposed regulations state that 
a termination of a joint tenancy in real 
estate between spouses is effected with 
resulting gift when all or a portion of 
the property so held is sold, exchanged 
or otherwise disposed of by gift or in 
any other manner or when the spouses 
form of conveyance or 


through any 
agreement become tenants in common 
of the property or otherwise alter their 
respective interests in the property for- 
merly held by them in joint tenancy. 

A termination is not considered as 
effected to the extent that the property 
subject to the tenancy is exchanged for 
other real property, the title to which 
is held in identical A ten- 
ancy is considered identical if the pro- 
portionate values of the spouses’ rights 
are identical to those in the property 
which was sold. In addition, the sale, 
exchange or other disposition of prop- 
erty so held is not considered a termina- 
tion if all three of the following condi- 
tions are satisfied: 

1. There is no division of the pro- 
ceeds of sale or exchange. 

2. If on or before the due date for 
filing of a gift tax return for the cal- 
endar year in which the property held 


tenancy. 
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in joint tenancy was sold, exchanged or 
otherwise disposed of, the spouses enter 
into a binding contract for the pur- 
chase of other real property. 

3. After such contract is entered into, 
such other real property is actually 
acquired by the spouses within a reason- 
able time and held by them in identical 
tenancy. To the extent that all three of 
these conditions are not met, a termina- 
tion of the tenancy is effected and a gift 
will then result. 


Joint bank accounts 

Briefly, it may be said that all trans- 
fers and joint tenancies are subject to 
the gift tax law with the exception of 
three situations. One, a joint bank ac- 
United States savings 
bonds held jointly, or third, real prop- 


count; second, 
erty held by a husband and wife in joint 
tenancy. We have just considered the 
1954 rules applicable to item three; let 
us turn to the first two. 

Respecting joint bank accounts, the 
regulations provide that, if A creates a 
joint bank account for himself and B 
or similar type of ownership where A 
can regain the entire fund without B’s 
consent, there is a gift to B when B 
draws for his 
of the 
drawn. In respect to United States sav- 
ings bonds, the rule is that if John 
Jones purchases with his separate funds 


upon the account own 


benefit, to the extent amount 


savings bonds and has them registered 
in his name and that of another indi- 
vidual in the alternative as co-owners, 
for example, “John Jones or Mrs. Ella 
S. Jones,” 


gift tax purposes unless and until he 
during his lifetime gratuitously permits 


there is no gift for Federal 


“Mrs. Ella S. Jones” to redeem them 
and retain the proceeds as her separate 
property, in which event a gift of the 
then redemption value of the bonds 
would be made. 


Valuation 


As to valuation, the scheme of the law 
generally is to treat the creation of a 
joint tenancy where one tenant fur- 
nishes the entire consideration as a gift 
of one-half of the value of the prop- 
erty held jointly, which is the amount 
that the co-tenant would take by sever- 
ing the tenancy. 

If A with his own funds purchases 
property and has the title thereto con- 
veyed to himself and B with rights of 
survivorship but which may be defeated 
by either party’s severing his interest, 
there is a gift to B in the amount of one- 
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half the value of any such joint property. 

This applies to all transfers in joint 
tenancy with right of survivorship under 
the 1939 Code except joint bank ac- 
counts and jointly held United States 


New estate & g 


Direction to apportion taxes valid; not 
charged to charity. Decedent bequeathed 
the residue of his estate to a recognized 
charitable foundation. An estate tax was 
due, however, by reason of the inclusion 


of certain inter-vivos transfers and 
jointly held property in the decedent's 
gross estate. The Commissioner con- 


tended that the tax was payable from 
the residuary estate, thus reducing the 
amount of the charitable deduction and 
increasing the tax due. Decedent had 
his will that estate 
allocable to non-probate assets were to 


indicated in taxes 
be paid from such assets, and not borne 
by his testamentary estate. This court 
that 
under the 


direction is 
of the state of 
decedent's domicile, and that the tax is 


determines such a 


valid laws 
to be paid pro-rata by the recipients of 
the non-testamentary assets, with no re- 
duction of the residuary estate or chari- 
table deduction. Hill Est., (Goodson, 
Ex’r), CA-8, 4/18/58. 


Grantor’s retained power to amend was 
contingent; no estate tax on trust. De- 
cedent had created an irrevocable trust 
in 1938 for the benefit of his wife and 
descendants. He retained the right to 
require that any invasion of trust corpus 
on behalf of the income beneficiaries by 
reason of extraordinary expenses, such 
as would be occasioned by illness, should 
be made only with his written consent. 
The court holds that this was a con- 
tingent power, and in the absence of the 
occurrence of the which 
would make it exercisable, the decedent 
did power to alter or 
amend the trust at the time of his death. 
Consequently, the value of the trusts is 
not includible in his gross estate. Kasch 
Est., 30 TC No. 29. 


conditions 


not Possess a 


Authority to invade does not defeat 
charitable deduction | Acquiescence]. De- 
cedent’s will made provision for the 
establishment of a trust to pay an an- 
nuity of $5,000 to a 78-year-old-brother 
for life, the remaining income, and 
eventually the corpus, to be distributed 
to admitted charities. The trustees were 
also authorized to pay to the brother, 


savings bonds. It also applies to trans- 
fers of real estate in joint tenancy with 
right of survivorship in the event that 
the joint tenant donor elects to treat the 
transfer as a gift. % 


decisions this month 





out of income or principal, sufficient 
funds to provide for any “emergency, 
illness or necessity.” The brother’s net 
worth, including property jointly owned 
with his wife, was in excess of $75,000. 
His annual income had been only slight- 
ly less than his annual living expenses 
prior to the gift in question. The Tax 
Court held that the remainder interest 
is available for the charitable deduction. 
limited the 


Measurable standards 


trustees’ power of invasion, and _ al- 
though the possibility of invading the 
charities’ income interest is not so re- 
mote as to be negligible, the same can- 
not be said of the possibility of an in- 
vasion of their interest in corpus. Lee 


Estate, 28 TC 1259, acq. IRB 1958-13. 


Date of lien for real estate taxes deter- 
mines deductibility. Decedent died on 
September 25, 1946. 
estate were a number of parcels of 
Wisconsin property. 
estate taxes for the year 1946 were put 
on the tax rolls and the latter delivered 
to the local treasurers for collection sub- 


Included in his 


real Local real 


sequent to decedent’s death. Nonetheless, 
this court holds that such taxes are de- 
ductible in determining decedent’s net 
statute enacted in 
1943 provided for the relation back of 
a lien for taxes to the date of assessment, 
here May 1, 1946. It is this latter date, 
not the date of actual levy, which con- 


estate. A Wisconsin 


trols in determining whether the taxes 
accrued prior to decedent’s death. Mack 
Est., D.C. Wisc., 3/26/58. 


Trust instrument, not separation agree- 
ment, given effect; trust included in 
gross estate. Decedent and his 
signed a marital separation agreement 
which provided that the decedent create 
a trust, the payments under which were 
to be in full discharge of his wife’s right 
to support; the trust was to contain dis- 
positive provisions in 


wife 


favor of his 
children. The precise form of the trust 
was left to their respective counsel; 
nothing was said as to the trust’s being 
revocable or irrevocable or about any 
power to modify. In the trust instrument 
itself, executed some time later, powers 
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f revocation and modification, to be 
exercised jointly with others, were re- 
tained by the decedent-settlor. The dis- 
trict court concluded that retention of 
these powers resulted in the inclusion 
of the value of the trust property in the 
estate of the decedent. The taxpayer's 
contention that the powers were void 
from inception is without merit. The 
silence of the separation agreement on 
this point did not require that the trust 
executed 
revocable or 


thereafter be ir- 
unmodifiable 


agreement 
and conse- 
quently did not violate the rights of the 
third-party beneficiaries of the separa- 
tion agreement. Moreover, the decedent 
had four times exercised his power of 
modification during his lifetime. To find 
the power void, now that its usefulness 
is ended, or subject to collateral under- 
standings or private arrangements, would 
frustrate the operation of the Federal 
estate tax. This court affirms. Joseph 
Estate, (Kurz, Ex’r), CA-2, 4/30/58. 


“Outright” transfers sham; grantor re- 
right to property 
transferred. Decedent had executed gen- 


tained income on 
eral warranty deeds conveying certain 
income producing parcels of real prop- 
erty to his children. It was understood 
by all the grantees at the time of the 
conveyance that the decedent was to re- 
ceive all rental payments during his life- 
time. Such rental payments were in fact 
retained by the decedent, all of the 
rents, which the decedent treated as his 
own income, being paid directly to him. 
Chis court concludes that the decedent 
retained the enjoyment of the property 
for his life, and, therefore, the value of 
the properties is includible in his gross 
estate. McNichol Est., 29 TC No. 125. 


Long standing indebtedness to partner- 
ship allowed as claim against estate. 
Decedent had been in partnership with 
1929 to the 
During this 


his brother and sister from 
death, 1952. 


period he frequently withdrew partner- 


year of his 


ship funds for both business and per- 
sonal purposes. The Commissioner dis- 
allowed the partnership’s claims against 
the estate as deductible items. This court 
holds that the 


bona 


contracted were 
and not in the 
gifts. The statute of limitations was no 


debts 
fide nature of 
view of the 
fact that there had never been a part- 


bar to their collection in 


nership accounting. As to one item, 
however, the court sustained the Com- 
missioner. The decedent had “borrowed” 
a bracelet from his sister in 1938 for use 


by his wife during their honeymoon. 
The sister had never demanded its re- 
turn and, in view of the long lapse of 
time, the claim against the estate for its 
value was held not bona fide. Tutundgy 
Est., TCM 1958-57. 


State court proceeding adversary; mari- 
tal deduction allowed. The decedent's 
will was intended, both by the decedent 
and his attorney, to give to his surviving 
spouse a power of appointment over the 
assets of a trust of which she was life 
beneficiary. A typist’s error, however, re- 
sulted in its omission from the copy 
executed by the decedent. Before the 
error could be rectified, the decedent 
died. The state court construed the will 
as providing the widow with an un- 
limited power of invasion as well as a 
over the 
trust assets. This court holds that this 


general testamentary power 
construction is controlling for estate tax 
purposes that consequently the 


marital deduction is available. The pro- 


and 


ceedings in the state court were ad- 
versary in character, as the rights of 
other parties to the litigation were ma- 
terially prejudiced by the decree. Shelton 
Est. (Nat'l. Bank of Commerce of Nor- 
folk, Ex’r), DC Va., 4/16/58. 


No marital deduction because of al- 
ternate payee in insurance settlement. 
Under the terms of life insurance poli- 
cies owned by the decedent, his wife was 
to receive the proceeds in installments 
for her life or for 20 years certain. In 
the event of the wife’s death during that 
period, the remaining installments were 
to be paid to his daughter. The court 
holds that the interest of the surviving 
spouse is terminable, since an interest 
might pass to someone other than her, 
namely, the daughter. Consequently the 
deduction is not available. 
TCM 1958-68. 


marital 
Zeman Est., 


Community property not converted to 
separate property. The executors of the 
will of a California decedent treated cer- 
tain of his assets as separate property 
and claimed a marital deduction for a 
bequest to his wife. Certain assets stand- 
ing in the name of the wife were not re- 
ported at all. The Commissioner deter- 
mined that the decedent’s entire estate 
was community property, and also added 
the property held by the wife, which he 
contended was community property, to 
the decedent’s gross estate. Inclusion of 
these properties as community resulted 
in an increase in the taxable estate and 
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administration ex- 
penses, funeral expenses and debts of 
the decedent by one half. The court 
sustains the Commissioner’s computation 
of the tax. The wife’s contention that 
their interest in an automobile agency 


a reduction of all 


had been transmuted into separate prop- 
erty by oral agreement and that the 
assets in her name had been purchased 
out of the income from separate prop- 
erty was not proved. Vogel Est., 30 TC 
No. 12. 


Family allowance granted by state court 
too generous; deduction disallowed (Old 
Law). Under the laws of California, the 
widow of the decedent sought and re- 
ceived from a state court a family al- 
lowance of $1,500 a month during the 
The total of 
these payments was deducted from the 
The 
sioner reduced the deduction claimed by 
half agrees. 
there were no minor children, the sup- 


settlement of the estate. 


decedent's gross estate. Commis- 


one and this court Since 
port allowance was for the benefit of 
there 
sufficient evidence to indicate that the 


amount 


the widow alone and was in- 


awarded was reasonably re- 
quired. [The family allowance deduc- 
tion was eliminated from the Code as of 
September, 1950.—Ed.] Vogel Est., 30 TC 


No. 12. 


Widow’s right to invade subject to 
trustees; marital deduction denied. De- 
cedent’s will provided for an annuity 
payable to his wife out of income and 
principal, and in addition authorized 
the trustees to make payments from prin- 
cipal for the benefit of his wife upon the 
receipt from her of a written request 
for such distribution. The court holds 
that the disposition does not qualify for 
the marital deduction. The widow’s right 
to invade is not absolute, but was sub- 
ject to a discretionary power in the 
trustees to refuse to make any such dis- 
tribution. Palfrey Est. (Dexter, Ex’r), 
D.C. Mass., 3/27/58. 


Commissioner’s $80,000 valuation of cor- 
porate stock reduced to zero by court. 
The Commissioner determined the value 
of stock included in the decedent's gross 
estate solely by reference to its book 
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value, as shown by a balance sheet in its 
tax return. This balance sheet did not 
include outstanding income tax obliga- 
tions which had accrued at the date of 
decedent’s death, the liability for which 
was several times the net worth of the 
holds that the 
value should have been zero. In addi- 


corporation. The court 


tion, the corporation had a one-man 
Afte1 death, it 
proved impossible to run it successfully. 


business. decedent’s 
The stock was disposed of by the execu- 
tors for a nominal consideration. Want 


Est., 29 TC No. 129. 


State death taxes fully deductible, al- 
though final determination of amount 
due not yet made | Acquiescence]. Under 
Ohio law, the inheritance tax depends 
on the relationship of the final recipients 
ultimate bene- 


to the decedent; when 


ficiaries are not known, the estate is 
required to pay the highest possible tax 
refund if nearer rela- 
The 
deduction was 


and may obtain 


tives actually succeed. Commis- 


sioner argued that no 
allowable because of the possibility that, 
upon final determination of state in- 
heritance taxes due, the sum paid by 
the executor might prove excessive and 
a refund be payable to the estate. The 
court adheres to its previously expressed 
opinion that this state tax is no mere 
deposit but fully deductible. The Code 
provides special exception to the statute 
of limitations to permit assessment of 
Federal tax should the state tax be re- 
funded. Estate (Thomas, 


Ex’r), 29 TC 217, acq., IRB 1958-21. 


VW eisberge) 


Beneficiary’s amendment did not make 


him grantor of trust [Acquiescence}. 


The Commissioner included in the de- 


cedent’s estate his interest in a trust 


created by his father, on the ground 
that decedent's exercise of a power of 
amendment amounted to the creation 
of a new trust in which he retained a life 
estate. Of course, a grantor’s estate in- 
cludes a transfer with a retained life in- 
terest, but the court finds that decedent 
had not created a new trust. The trust as 
created by decedent's father gave dece- 
dent the income for life, with a testa- 
mentary power of appointment over the 
principal. Decedent also possessed the 
power to alter and modify the trust, pro- 
vided he obtained the consent of the 
trustee. Decedent attempted to revoke 
and in settlement of litigation, by exer- 
took one-half the 
corpus of the trust outright, while the 


remaining one-half remained in trust, 


cise of his power, 
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with himself as life beneficiary and his 
The court 
holds that decedent did not create a new 


children as remaindermen. 
trust of the remaining part of corpus, 
and consequently the trust assets are not 
includible in his gross estate as a transfer 
with a retained life interest. Denzer 
Estate, 29 TC 237, acq., IRB 1958-21. 


Grantor’s estate includes trust’s contin- 
gent remainder; he could change bene- 
ficiaries. Decedent set up a trust for his 
infant daughter, both the income and 
corpus of which were payable to her at 
the trustee’s discretion. The trust was to 
terminate upon the daughter’s attain- 
ing the age of 30 years. In the event the 
daughter should die before the age of 30 


years, contingent beneficiaries were 
named. Decedent was not one of the 


trustees, but retained the power to 
change the contingent takers. The court 
holds that the value of the contingent 
remainder is includible in the decedent's 
estate, since it was subject to alteration 
or amendment within the meaning of 
the Code. Want Est., 29 TC No. 129. 


Credit allowed for state tax despite re- 


fund possibility [Acquiescence]. Tax- 
payer estate paid state taxes, but the 
Commissioner refused all credit against 
said, the 

refund of the 
decision of the 
Supreme Court of the state. The Board 
of Tax Appeals held that there was no 


the Federal tax because, he 


estate is entitled to a 


state taxes under a 


showing that taxpayer would ever re- 
ceive a refund. In addition, the Com- 
missioner is adequately protected by the 
regulation requiring reporting of any 
state refunds and payment of the result- 
ing Federal tax increase. Phillips Est., 
36 BTA 1102, acq., IRB 1958-21, prion 
non-acq. CB 1938-1 withdrawn. 


Withdrawals from estate without court 
decree not illegal; no claim arises [Cer- 
tiorarit denied]. Under the terms of the 
will of decedent's husband she was. to 
be sole beneficiary if she survived distri- 
bution of the estate; if she did not, their 
children Dece- 
dent served as executrix from the time 
of her husband's death in 1939 until her 
death in 1951. During this time she re- 
peatedly 


would be _ beneficiaries. 


substantial withdrawals 
from the estate without obtaining a de- 


made 


cree therefor from the probate court. 
The district court held that a state court 
would have been obligated to confirm 
the withdrawals, and therefore no de- 
ductible claim would arise against her 


estate because of her administration of 
her husband's estate. The Tenth Circuit 
affirms. Howells, cert. den., Sp. Ct., 6 
2/58. 


Retained interest in notes valued [Cer- 
tiorari denied]. Decedent had given away 
an undivided fractional interest in notes 
during her lifetime, but had not given 
the assignees a preferred claim. The dis- 
trict court held the 
tained interest is the same proportion of 


value of her re- 


total value as the face amount retained 
total amount. The Tenth 
Circuit affirms. Howells, cert. den., Sp. 
Ct., 6/2/58. 


is of face 


Jointly held property reduces deduction 
for property previously taxed (Old 
Law). Decedent’s estate tax return re- 
ported all property held by the decedent 
in joint tenancy. In computing the de- 
duction for property previously taxed, 
to which the decedent's estate was en- 
titled, it is 1939 


Code to reduce the deduction by a’ part 


necessary under the 
of the deductions of the estate equal to 
the ratio between the previously taxed 
property and property in the estate sub- 
ject to general claims of creditors. This 
court holds that, under California law, 
jointly owned property is not subject to 
the general claims of a deceased co- 
owner’s creditors. Consequently, the 
Commissioner’s method of computation 
of the deduction, which resulted in an 
enlargement of the amount of the net 
estate, is upheld. Weber Est., 29 TC 
No. 123. 


date 
binding despite erroneous legal advice. 
The election to use the alternate valua- 


Election of alternate valuation 


tion date must extend to all of the prop- 
erty included in the gross estate, not 
only to the portion of such property 
which has declined in value. The execu- 
tor in this case, however, was informed 
otherwise by his attorney, with the result 
that he signified his election to use the 
alternate valuation date in the manner 
prescribed on the return form, but en- 
tered date of death 
which had appreciated and, for those 


values for items 
which had fallen in value, the value one 
year from the date of death. The aggre- 
gate value of the estate assets had ac- 
tually increased during the year after 
death. The court holds that, since the 
intention to elect the alternate valua- 
tion date was unambiguously expressed, 


and the 
estate tax was to be paid on the basis of 


the election was irrevocable, 


ee 
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the enhanced value. Beaston Estate 
(Rosenfield Ex’r), CA-3, 5/12/58. 


Widow’s allowance may qualify as previ- 
ously taxed transfer. The Code allows a 
credit for taxes paid on prior transfers 
within a limited time. The IRS is here 
asked to rule on the allowance of such 
a credit to the estate of a widow on the 
ground that the allowance she had re- 
ceived from the estate of her husband 
had been subject to tax and was a prior 
transfer for which credit is granted. 
Prior to 1950, widows’ allowances paid 
under state law qualified as deductible 
by the estate; furthermore, these allow- 
ances, if not deductible as such, may, in 
some cases, qualify for the marital deduc- 
tion. The IRS rules that, if the allow- 
ance received by the widow here did not 
qualify as a deduction as such or as part 
of the marital deduction, it may be 
treated as a previously taxed transfer 
and credit may be allowed against the 
tax on the estate of the widow. Rev. Rul. 
58-167. 


Gift for life, with power to consume, 
creates a debt, not a trust; accretion to 
corpus included in gross estate. Decedent 
bequeathed to his wife a life estate in 
certain stock with an_ unrestricted 
power to consume; the remainder, if any, 
going on her death to their children. 
The stock appreciated in value during 
her lifetime. The Treasury argued that 
the increase in value belonged to the 
decedent and went to her children as 
part of her estate and should be includ- 
ed in the taxable estate. The district 
court agreed. Under her husband's will 
as governed by Pennsylvania law, she 
was not a trustee; she was a debtor 
owing to the children the value of the 
stock when she received it. The incre- 
ment in value was hers and is includible 
in her taxable estate. This court affirms. 
Soars Estate, CA-3, 5/21/58. 


Separation agreement incorporated in 
divorce decree becomes debt of estate 
[Acquiescence|. The deceased entered 
into a separation agreement with his 
wife in 1942 prior to their divorce in 
1943. The decree incorporated the sep- 
aration agreement, under which his 
former wife was entitled to a lump-sum 
payment on his death. The court holds 
that this payment is a debt of the estate 
and a deduction for estate tax purposes. 
In the opinion in the Harris case (340 
U.S. 106), holding that, where a payment 
is due under both a separation agree- 


ment and a divorce decree, it is the 
divorce decree which governs, the Su- 
preme Court approved Maresi (156 F.2d 
929) which, on similar facts, allowed the 
obligation as a debt. Watson Est., 20 TC 
386, acq., IRB 1958-21. 


Amendment powers cause inclusion of 
trust in grantor’s estate. Decedent 
created a trust with the income payable 
to her husband, her son and her daugh- 
ter-in-law; the corpus to go to her son 
and daughter-in-law. She retained the 
right to remove the trustee and to alter 
the trust, except that she could not re- 
voke it or change the corpus bene- 
ficiaries. The court holds that she had 
power to amend the income provisions 
of the trust and that the value of the 
right to the trust income is includible 
in her estate. The court notes that the 
decedent actually exercised the power to 
amend the trust. Van Beuren Est., DC 
R. L, 4/29/58. 


GIFT DECISIONS 


Reversionary trust qualifies for the an- 
nual exclusion. Taxpayer created a 10- 
year-six-month irrevocable reversionary 
trust for the benefit of his daughter. In 
the event of the prior death of his 
daughter and the death of the other con- 
tingent beneficiaries, the trust was to re- 
vert to taxpayer. The IRS rules that the 
value of the taxable gift is the value of 
the property less the value of the tax- 
payer’s interest actuarially computed. 
The IRS also rules that the gift qualifies 
for the $3,000 annual exclusion. Rev. 
Rul. 58-242. 


Gifts to trusts for premium payments 
on life insurance trusts are present in- 
terests [Acquiescence}. A husband set up 
partially funded life insurance trusts of 
which his wife was beneficiary. The trust 
agreements were construed as permitting 
the wife to call for all of the corpora at 
any time. The Tax Court held that pay- 
ments made by the husband to the 
trustees to be applied against the 
premiums due on the policies were not 
gifts of future interests and that conse- 
quently the annual exclusion was avail- 
able. Halsted, 28 TC 1069, acq. IRB 
1958-13. 


Corpus of trust can be valued; invasion 
remote | Acquiescence]. Taxpayer created 
five trusts in 1951. His four adult 
children were income beneficiaries of 
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four of such trusts. Their right to in- 
come, being a present interest, qualified 
for the $3,000 annual exclusion. How: 
ever, the IRS argued that, because the 
trustee had power to invade principal 
for them, it was not possible to compute 
that income to value the interest given. 
The Tax Court held, however, that this 
power was limited by ascertainable 
standards, and the standards imposed 
and the donees’ large fortunes outside 
this trust made the possibility of en- 
croachment so remote as to be negligible. 
Jones 29 TC No. 25, acq. IRB 1958-13. 


Restrictive stock agreement not a gift 
[Acquiescence|. The stockholders of a 
family corporation entered into a re- 
strictive stock agreement in order to in- 
sure retention of family control. By the 
terms of the agreement, each stockholder 
reserved to himself a life interest in his 
own stock, with the remainder interests 
going to his children or, failing issue, 
to the other parties to the agreement. 
Fach reserved the right to receive divi- 
dends and capital distributions. The 
court concludes that they made no com- 
pleted gift. They could strip the re- 
mainder interest of all value by causing 
the corporation to distribute all its assets 
to them. The retention of this power, 
the Tax Court finds, resulted in a 
transfer lacking that degree of finality 
necessary for gift tax purposes. Although 
all of the parties had to act in concert in 
its exercise, they were not, under the 
circumstances, substantially adverse to 
each other. Merritt, 29 TC 149, acq. IRB 
1958-17. 


TRUST INCOME 


Trust income reserved for expenses not 
distributable or taxable to beneficiary. 
Taxpayer was an income beneficiary of 
a trust which distributed its income 
currently. A court held in 1953 that the 
trust was liable for a share of the legal 
litigation. The 
trustees deducted the expenses in 1953, 
although not paid in that year, and the 
Commissioner disallowed the deduction 


expenses in certain 


to the cash-basis trust. The effect of 
this disallowance was to increase the tax- 
able income of the trust. But since the 
trust could and did establish a reserve 
under state trust law for this expense, 
the additional income was not distribut- 
able to the beneficiaries and thus not 
taxable to the taxpayer. Ingalls, DC 
Ala., 1/29/58. 
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Pension plan better than profit- 


sharing for most executives 


by WILLIAM N. BRET, JR. 


The flexibility of profit-sharing plans, as contrasted with the rigidity of pensions, 


has been so much stressed in discussion of retirement plans that one major ad- 


vantage of the pension plan, particularly appealing to the company just setting up 


a plan and with executives already in their fifties, is sometimes lost sight of—the 


rules of profit-sharing will prevent adequate accumulations for them in the rela- 


tively short time left to them. Pension plans are not so restricted. Mr. Bret is with 


Morss, Seal & Bret, of Dallas, Texas. 


a METHOD of executive compensa- 
tion that lightens the tax burden of 
executives is of primary importance to 
the employer who wants an efficient and 
contented upper echelon. 

In recent years there has been a 
strange trend in expert opinion on this 
subject. Although there is not complete 
unanimity, the view has been expressed 
that the most satisfactory solution of 
the executive’s tax problems is not 
through deferred compensation con- 
tracts, nor through profit-sharing plans, 
but through pension plans. 

This solution may appear unorthodox 
at first sight. However, it becomes quite 
logical once its basic premises are under- 
stood. 

The salaries and bonuses paid to ex- 
ecutives, like those of all employees, are 
disbursed heads: (1) cur- 
rent living expenses, (2) taxes, (3) retire- 
ment accumulations, and (4) creation of 
an estate for the family. 


under four 


The first requirement of any compen- 
sation plan is that the current wages and 
salaries be competitive in the industry 
and the community. The level of these 
wages is, in fact, often determined by 
the size of item (1) for similar employees 
in that part of the country. 

But if the employer can partially or 
wholly relieve the employee of items (3) 
and (4) and can at the same time reduce 
item (2)—taxes (and particularly the high 
taxes of his executives), he can auto- 
matically allow the employee a more 
generous portion of his take-home pay 


for item (1), which is living expenses. 

Let us be specific. Items (3) and (4) in 
the executive’s budget—retirement ac- 
cumulations and creation of an estate 
for family protection—are both standard 
benefits of a pension plan, yet they are 
two of the most troublesome. The dollars 
required for these two important items 
can be supplied much more “cheaply” 
through a pension plan than through 
the pay envelope. So let us consider 
some of the points to be borne in mind 
in designing a new pension plan or in 
reviewing an existing plan. 

1. Is the executive’s pension—includ- 
ing his social security—about the same 
percentage of his final pay as is the com- 
pany-pension-plus-social-security of the 
lower paid employees? If not, then there 
is serious against the 
executive; either he is not being as ade- 


discrimination 


quately compensated proportionately to 
his position and responsibilities as is the 
lower paid employee, or he is getting too 
much taxable and too little de- 
ferred compensation. One or the other 
of these alternatives must be true. How 
can these inequities be corrected? There 
are numerous approaches, including the 
elimination of pension “ceilings,” the 
relating of pensions to “final,” rather 
than “career average” earnings and the 
provision of at least 34% “extra” pen- 
sion credit for each year of service on the 
portions of earnings excluded from the 
social security computation (presently 
the earnings above $4,200). If the execu- 
tive’s compensation comes in a large 


cash 


part from bonuses, a change in pension 
base from “base pay” to “gross pay’” may 
be the key to the situation. Or maybe, 
when the pension plan was initially in- 
stalled, “past service benefits” were as- 
signed a lower annual rate or were 
limited to years of service after a certain 
date. Such a procedure generally results 
in discrimination against executives 
whose services helped to get the com- 
pany launched on the road to its present 
success. 

2. What about the executive's family 
his death? The 
effective provision along these lines in 
a pension plan is the 
widows’ and orphans’ benefits. This as- 
sumes that adequate provision has been 


in the event of most 


inclusion of 


made through group life insurance for 
event of 
death. Note that an aggregate of $5,000 
of widows’ and orphans’ benefits paid 
from a qualified trust fund on the death 
of an employee is free of income tax. 
However, this $5,000 exemption does not 
apply on the death of a pensioner. Re- 
member, however, that all death bene- 


lump-sum requirements in 


fits paid from a qualified trust fund are 
free of estate tax. 

3. Does your pension plan provide ade- 
quate disability pensions? These would 
supplement a company’s accident and 
health insurance benefits if disability 
should prove total and permanent. 

It will have been noticed that there 
are very considerable tax advantages to 
executives in the procedures outlined 
above. However, the Treasury requires 
that the pension and death benefits pro- 
vided for the executives are not to be 
proportionately higher in relation to 
their compensation and years of service 
than the benefits provided for lower- 
salaried employees when 
security benefits have been added in 
both cases. 

And, since the company’s addition to 
the social security benefits of the lower- 
paid salaried is relatively 
small in comparison with the addition it 
is making to executives’ social security, 
the cost of non-executive company pen- 
sions is likely to be relatively low. 

Inasmuch as profit-sharing plans have 
proved so successful in providing incen- 
tive and in improving the efficiency and 
morale of large groups of employees, 
why can’t a profit-sharing plan meet the 
objectives for executives we have just 
outlined? 


paid social 


employees 


The answer is simple; executives in 
general are already in their fifties or 
beyond and their years remaining to 
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retirement are few. Their profit alloca- 
tions under a profit-sharing plan are thus 
too few to provide for their needs. In 
fact, all their years of service from em- 
ployment to retirement and their pay 
at or near their retirement date should 
be used to much the 


determine how 


will out of its 
profits on their behalf. And, if the com- 
pany does not wake up to their needs 
until late in their careers, they need 
a plan under which they can still share 
in the 


company contribute 


contributions of the company 
after they retire or die. Neither of these 
requirements can be met under a profit- 
sharing plan. 

These views may be expressed in an- 
other way by saying that the executive 
in his fifties needs so much set aside for 
him out of the company’s profits that it 
absorbs too large a percentage of any 
profit-sharing allocation that the com- 
pany is prepared to make. This is in 
terms of the “qualified profit-sharing 
plan.” But this “overgenerous” share of 
the profits is available to the executive 
under a qualified pension plan with the 
same average company allocation as be- 
fore. There is another reason, however, 
why the profit-sharing trust is less effi- 
cient than a pension plan when it comes 
to executive compensation. In order to 
provide a given amount of retirement 
income death 
a company 


benefit for its 
would 


and/or 
executives, need to 
contribute more under a profit-sharing 
plan than it would have to under a pen- 
sion plan. The following five factors in- 
dicate why this is so: 

1. Under a profit-sharing plan the 
[Treasury vesting of official 
profit-shares on termination of employ- 


requires 


ment after relatively few years of service. 
Since the younger and lower-paid em- 


” 


ployees “turn over” at a much higher 
rate than the executive group, this re- 
quirement means substantial company 
contributions are absorbed in providing 
“shares of profit” for severing employees. 
This money would be “saved” under a 
pension plan and would thus be used to 
swell the share of the executives. 

2. Suppose the company has adopted 
a qualified profit-sharing plan under 
which its profit allocations are made at 
will, i.e., not according to a “formula.” 
This first became possible under the 
1954 Code. If the company fails to make 
a contribution to the plan in a profit- 
able year, full vesting of all prior con- 
tributions may and probably would 
occur (Rev. Rul. 56-595). Here again the 
executives suffer since they have been 


looking to “forfeitures” of individual 
accounts owing to severances. 

3. Under a profit-sharing plan you 
cannot introduce any “weighting” of em- 
ployee credits for service or age if such 
weighting for service or age favors the 
executive group, as it is almost bound 
to. There is no such limitation under a 
pension plan. 

4. In a profit-sharing plan each year’s 
contribution is a percentage of that 
year’s salary. In other words, the year- 
by-year percentages cannot be accumu- 
lated and applied in toto to an indi- 
vidual’s earnings at retirement date. The 
executive group, whose average earn- 
ings over their entire careers are very 
small in comparison with their final 
earnings, suffer from this restriction. 

5. Death benefits fixed in advance can- 
not be provided under a profit-sharing 
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plan. Each employee can pass to his 
beneficiary only the amount already ac- 
cumulated in his own account unless life 
insurance has been purchased with up 
to half his share of the profits. Under a 
pension plan, widows’ and orphans’ pen- 
sions can be fixed on a scale that favors 


the executive group. This is permitted 


by the Treasury because of the large 
death benefits provided lower-paid em- 
ployees under social security. 

A company’s first obligation is to 
provide financial security for its em- 
ployees who have rendered long and 
faithful become _in- 
capable, through old age, chronic and 
serious ill health or death, of continuing 
in the company’s employ. All other aims, 
such as benefits on voluntary severance 
from the company, are subsidiary to this 
main objective. a 


service and have 


‘New compensation decisions this month 





Partial withdrawal from qualified plan 
taxed as full; penalty the same. If an 
employee has a right to make withdraw- 
als from a qualified profit-sharing plan, 
the Code taxes him when that right 
arises, whether or not withdrawals are 
actually made. The IRS has ruled that 
there is no right to withdrawal for this 
purpose if it is permitted only upon a 
substantial penalty. In the plan here 
ruled on withdrawals are penalized by a 
suspension of employer contributions for 
six months. This is a substantial penalty. 
However, since the penalty is the same 
whether partial or complete withdrawal 
is made, the employee making partial 
withdrawal will be taxed on the full 
amount available to him. Rev. Rul. 58- 
230. 


Payment to officers’s widow taxed as 
compensation. A payment by a corpora- 
tion to the widow of its deceased officer 
is found on the facts to represent com- 
pensation for decedent's services, rather 
than a gratuity, and as such is included 
in the widow’s income in full. Estate of 
Ginsberg, TCM 1958-95. 


Foreign employer's pension contribution 
is employee’s cost. A resident alien re- 
ceiving a joint and survivors annuity 
from a foreign corporation under its em- 
ployees’ pension plan for services ren- 
dered in a foreign country may include 
the employer’s contributions as his in- 
vestment in the annuity contract. The 
alien was married in the Philippines (a 


community-property country) to a U. S. 
citizen, and a portion of the annuity is 
attributable to services rendered by him 
in the islands during his marriage. 
Therefore, his wife must include in her 
income her community property inter- 
est in the annuity payments. Since she 
is a U. S. citizen and taxable on income 
from all sources, the amounts are includ- 
ible in her income whether or not she 
continued to reside in the U. S. Rev. 
Rul. 58-236. 


Two years’ salary to executive’s widow a 
gift. The court in a brief opinion holds 
that the payment to his widow of an 
amount equal to two years’ salary of the 
deceased president of the corporation 
was intended as a gift. The court notes 
that only two of the seven directors were 
related to taxpayer and that there was 
no obligation on the corporation to pay 
any death benefit. [Whether taxpayer 
widow or her family owned stock in the 
company is not disclosed.—Ed.] Hardy, 
DC Ky., 4/26/58. 


Salary payments to widow were gifts. 
Taxpayer's husband was president of a 
corporation and owned 70% of the 
stock. After his death the directors voted 
to continue paying his $15,000 annual 
salary to taxpayer for a reasonable time, 
and in fact continued the payments for 
24 months. The court finds these pay- 
ments were intended as gifts and are ex- 
cludible from gross income. Jones, DC 
Wash., 5/12/58. 
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Controversy over useful lives increasing: 


Chamber of Commerce blames Bulletin F 


eg AGENTS are nullifying much of 
the benefit of accelerated deprecia- 
tion by insisting on unrealistically long 
useful lives, the U. S. Chamber of Com- 
merce Tax Committee told the Ways 
and Means Committee in a special re- 
port placing much of the blame on 
Bulletin F. Although the Treasury con- 
cedes the bulletin is now obsolete and is 
engaged in preparing a new edition, the 
that even a 
useful lives, based—as 


Chamber’s report urges 
new schedule of 
prior ones have been—on experience, not 
expectations, will not solve the problem. 
It urges wider discretion to the taxpayer 
and suggests ending the capital gain 
benefit on dispositions. If both changes 
are made, it said, controversy should be 
immediately and substantially reduced. 

The report, presented by Joel Barlow, 
a partner of Covington and Burling and 
Chairman of the Taxation Committee of 
the Chamber, said that the Committee 
recommended very strongly “‘against the 
republication of a bulletin containing 
schedules purporting to show the useful 
lives of individual types or models of 
depreciable property. Such a course of 
action would merely compound the prac- 
tices arising out of the 1942 edition of 
Bulletin F and TD 4422. Instead, a new 
kind of bulletin should be published ex- 
plaining in some detail the present de- 
preciation policies of the Treasury De- 
partment and the IRS. 

“The new bulletin should contain gen- 
eral guidelines for both agents and tax- 
payers, and it might also contain maxi- 
for 


minimum lives 


than 10 or 


mum rates or not 


more 15 categories of de- 
preciable facilities. It should provide 
that depreciation allowances calculated 
on the basis of these maximums or mini- 
mums must not ordinarily be challenged. 
Taxpayers choosing to elect shorter lives 
or higher rates would have the burden 
of proof. 

“The bulletin should also provide in 


no uncertain terms for full recognition of 
the obsolescence factor, and it should 
make it very clear that the depreciable 
life of an asset is its useful economic life, 
and not its physical life. It should also 
endeavor to do away once and for all 
with the concept that a taxpayer must 
depreciate his property in accordance 
with historical patterns established in the 
20's, 30’s, 40’s and early 50's. 

“If such a bulletin were issued and 
realistic rates were adopted by the Treas- 
ury, the Chamber would favor an amend- 
ment to the Code that would tax profits 
realized on normal retirements as ordin- 
ary income. Both steps—provision for 
reasonable depreciation practices and the 
elimination of a tax advantage on 
normal retirements—would go a long 
way toward eliminating the endless con- 
troversies which tend to 
area of depreciation.” 


arise in the 


Agents’ attitudes 

“Beginning with audits for the year 
1954,” the Taxation Committee reports, 
“examining agents began to depart from 
the Commissioner’s 1953 announcement 
of an administrative liberalization in de- 
preciation policy. That announcement 
contained the very positive statement 
that depreciation allowances would not 
be questioned in the absence of clear 
and convincing proof. But, despite this 
Statement, examining agents are now 
relying on bulletin F and on the histori- 
cal pattern of taxpayers’ replacements. 
Many of them take the position that the 
history of the 20’s, 30’s and 40’s, as re- 
vealed in income-tax returns, is the best 
indication of what is going to happen in 
the 60’s and even in the 70's. They forget 
or simply ignore the wave of technologi- 
cal development which has swept over 
the country since Bulletin F was last 
issued. Replacement patterns developed 
from the income-tax returns of the 20's, 
30's, 40’s and even the early 50’s are very 


misleading when the problem is to esti- 
mate obsolescence in the 60's. 

“In addition to a continuing insistence 
on history as the principal basis for esti- 
mating future obsolescence, there have 
which 
agents have sought to deprive taxpayers 
of the benefits of the methods of depre- 
ciation authorized by the 1954 Code. For 
example, there have been a number of 
cases in which agents have taken the 
position that, when a taxpayer elects to 
the 
method of depreciation, he must also 


been instances in examining 


employ 200% -declining- balance 
employ longer useful lives for his facili- 
ties than he would have to do under the 
straight-line This approach 
nullifies, at least in part, the purpose of 
the 1954 revisions. 

“Furthermore, several unauthorized 
rules-of-thumb have made their appear- 


method. 


ance. Thus, some agents automatically 
extend useful lives or decrease depre- 
ciation rates whenever there is any pat- 
tern of capital gains on disposition. 
Some automatically disallow all depre- 
ciation in the year of disposition. Others 
extend useful lives whenever the de- 
preciation reserve is more than 50% of 
the asset account. Still others insist that 
the taxpayer must “prove conclusively 
if he 
wants to use obsolescence as a factor in 
establishing lives and rates. This require- 
the 
undertaking that faced taxpayers in the 


what future obsolescence will be” 


ment presents same formidable 
1930’s and 1940’s and made it virtually 
impossible to make a successful case for 
realistic rates. 

“For the most part, these practices are 
a direct outgrowth of Bulletin F and the 
thinking that lay behind it.” 

“Bulletin F was originally published 
in 1920, at a time when,” the Chamber 
group points out, “tax rates were low 
and the impact of tax depreciation on 
the general relatively 
slight. In the 1920 edition, no attempt 


economy was 
was made to provide schedules of useful 
lives, and the edition contained nothing 
more than a general statement of the 
Commissioner’s policy and practices with 
respect to depreciation. 

“In January of 1931, Bulletin F was 
revised and republished. Again, no at- 
tempt was made to provide taxpayers 
and agents with comprehensive schedules 
showing the useful lives of depreciable 
property. As had its predecessor, the 
1931 edition contained nothing more 
than a broad statement of policy. 

“At about the time of the publication 
of the 1931 edition of Bulletin F, the 
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Treasury issued a Preliminary Report of 
the Bureau of Internal Revenue on De- 
preciation Studies. This document con- 
tained fairly detailed schedules of useful 
and its stated that 
the schedules were based primarily on 


lives, introduction 
studies made by the Bureau during the 
period 1925-30. The studies, of course, 
consisted primarily of an analysis of in- 
come-tax returns to determine the useful 
lives that were actually being employed 
by taxpayers in calculating their depre- 
ciation allowances during the period in 
question. 

“These 1931 schedules were the prede- 
cessors of the schedules that appear in 
1942 Bulletin F. [The 
latest edition.—Ed.] In a majority of 


the edition of 


cases, the lives of the 1942 edition are 
exactly the same as the corresponding 
1931 But in a 


substantial number of cases (notably in 


lives of the schedules. 


the section dealing with machine tools 
and other metal-working equipment), 
the 1942 lives are about 25% longer. 
This trend toward longer lives resulted 
from an analysis of tax returns for the 
the 1930's 


showed quite understandably that dur- 


depressed years of which 


ing the depression taxpayers were not re- 


placing their productive equipment 


was virtually worn out. 
Bulletin 


until it 
‘The 


out of date the day they were published. 


F schedules were thus 


To a large extent, they were based on 
an analysis of tax returns for the period 
1925-30, but manv of the useful lives 
indicated by this analysis were increased 
with a corresponding reduction in de- 
preciation allowances) on the basis of 
taxpayers’ experience during one of the 
worst depressions of American history. 
The explanation for the survival of 
the Bulletin F 
with the tax amortization programs of 
World War II and Korea. Without these 


programs, the country’s industries could 


schedules lies in part 


not possibly have kept pace with the re- 
quirements of two wars and an explod- 
ing peacetime economy. But emergency 
tax amortization is quite properly com- 
ing to an end, and in consequence nor- 
mal depreciation is assuming each year 
an increased importance. That is why 
the work of the advisory group is so 


very vital. 


Obsolescence, the primary factor 
“We think 
accept the 


the 
view 


group will readily 
that the Bulletin F 
schedules are completely out of date. 
The main question is what should be 
done about them.” 


“The key to depreciation lies in a 
proper understanding of obsolescence. 
Today almost everything becomes obso- 
lete before it wears out. So the concept 
of useful physical lives must be elimi- 
nated from the tax structure. Agents and 
taxpayers alike must think in terms of 
useful economic lives which can be esti- 
mated only by taking probable obso- 
lescence fully into account. 

“The group [The Treasury has ap- 
pointed a group of advisers from indus- 
try to aid in revising Bulletin F.—Ed.] 
should bear in mind the immense sums 
of money that are now being spent on 
research and development. The Cham- 
ber estimates that the amounts spent on 
research and development during the 
entire 19th Century and the first half 
of the 20th Century were less than half 
the 1950 and 
1957. It is also estimated that even this 


amount spent between 
will be doubled by total expenditures 
for the decade of the 1950's. Such a sub- 
stantial program cannot help but have 
profound effects on the obsolescence of 
the country’s facilities. But, of course, 
the effects of the program are not re- 
flected in the income-tax returns of the 
30’s, 40’s and early 50’s. For this reason, 
if for no other, it is entirely improper 
to use the income-tax statistics of the 
30’s, 40’s and early 50’s for the purpose 
of determining present and future de- 
preciation allowances.” 


Specific recommendations 


“Perhaps the most important task of 
the group,” the Chamber of Commerce 
committee said, “is to recognize and pro- 
vide for the impact of the recent tech- 
nological advances in depreciation prac- 
tices and policies. In the light of these 
advances, so-called useful lives of 20 and 
25 years are simply too long for produc- 
tive equipment. So are lives of 40 and 50 
years for buildings and building in- 
stallations. Even if these and other tradi- 
tionally long-lived depreciable assets may 
have some utility for such long periods, 
there is practical certainty in the face 
of the wave of technological advance 
that they will not have a sufficient utility 
to prompt private capital to invest. Ap- 
prehension about the relatively new and 
inevitably high rate of obsolescence is 
now a very important factor in all in- 
vestment policy, and it should be an 
equally important factor in setting de- 
preciation rates. 

“What specifically can the group do 
about the obsolescence factor and the 
other problems created by the obsolete 
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depreciation schedules of Bulletin F? In 
the judgment of the Chamber, there are 
several positive steps that can be taken. 

“First, of course, the group should 
recommend the withdrawal or rescission 
of the 1942 schedules. This 
should be done with a positive statement 
to the effect that the useful lives there- 
in listed are, generally speaking, much 
too long for employment in calculating 
current depreciation allowances. In the 
absence of some such positive statement, 
the schedules will continue to be used 


obsolete 


on an informal, if not on an official, 
basis. 

“Second, the group should propose 
the issuance of a new bulletin stating 
Treasury and Service depreciation policy 
in some detail. Small taxpayers and ex- 
amining agents need something more 
comprehensive than the current regula- 
tions contained in Treasury Decision 
6182. But the proposed bulletin should 
not contain detailed schedules assign- 
ing useful lives to individual items of 
depreciable property. It should follow 
the precedent of the 1920 and 1931 edi- 
tions of Bulletin F, which contained no 
such schedules. 

“A over-all 
schedules of useful lives is the precision 


principal objection to 
they inevitably imply. Schedules of this 
kind suggest that it is possible to esti- 
mate prospectively the life of a piece of 
equipment down to a single year. This is 
an impossible task, and the best that 
can ever be done is to estimate a reason- 
able range or to fix maximum rates or 
minimum useful lives which taxpayers 
can employ without challenge. 

“Yet 
schedules of useful lives lies in the varia- 


another objection to over-all 
for the 
same piece of equipment in different in- 
There limited 
areas in which uniform use between tax- 


tions in use and obsolescence 


dustries. may be a few 
payers can be confidently predicted. But 


at the other end of the scale we find 
the extremely versatile equipment now 
listed in the section on metal products 
and processes of the 1942 edition of 
Builetin F. Equipment of this kind has 
about as many uses (and hence useful 
lives) as there are taxpayers, and no new 
over-all schedules could possibly take 
them into account. 

“In the compilation of any over-all 
schedules, the problem of nomenclature 
is itself staggering. The classifications 
and categories of the 1942 schedules are 
now completely inadequate, and some 
substitute would have to be found if new 
schedules were to be issued. The prob- 
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lem of nomenclature is particularly acute 
in the area of metalworking equipment. 
For example, the Defense Department's 
directory of metalworking equipment 
lists some 70,000 separate items, and, to 
be complete, any new Bulletin F sched- 
ules should follow suit. Shorter lists of 
equipment of this kind necessarily group 
very dissimilar machines together.” 

“The main purpose of the proposed 
bulletin should be to implement a shift 
in emphasis from the past to the future 
in estimates of useful lives. The need 
for such a shift has been recoghized at 
the highest level of the Treasury and by 
the Service,! and the speed of the coun- 
try’s technological advance demands it. 

“In particular, the bulletin should 
seek to break the vicious circles in which 
most taxpayers were caught before 1953 
and in which some are still caught today. 
These circles have their origin in the 
Bulletin F 
preciation practice is determinative of 


concept that historical de- 


future depreciation allowances. Low 
rates of depreciation in the depression 
years of the 1930’s meant low deprecia- 
tion allowances in the 1940’s. These low 
rates of the 1940’s have meant low allow- 
ances in the 1950’s. Once a taxpayer has 
established an historical pattern, it has 
proved very difficult for him to escape 
from it even though his circumstances 
are very different from those of the 
period in which the pattern was estab- 
lished. 

“All this, of course, is obvious, and 
we think it is fully appreciated at the 
highest governmental levels. Taxpayers 
with sound advice and determination 
can usually break the historical circle. 
But small taxpayers do not understand 
the situation. Many of them simply con- 
tinue, year after year, to follow a pattern 
established many years ago—usually a 
pattern of the 1930's. Examining agents, 
of course, make no objection when tax- 
payers claim smaller depreciation allow- 
ances than those to which they are en- 
titled, and it is actually a matter of 
pride with the comptrollers of many 
small companies that their depreciation 
practices have not been challenged for 
20 or 25 years. But much more impor- 
tant, examining agents almost uniformly 
Oppose any proposed increase in rates 
over the historical rates of the particu- 
lar taxpayer; an increase in rates usually 
brings on a major controversy. 

“The proposed bulletin should deal 


1 Secretary Humphrey in the April 18, 1957, is- 
sue of Iron Age; Commissioner Harrington in 
speech to NMTBA on May 3, 1957. 
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with this situation by informing small 
taxpayers that they can and should re- 
examine their historical rates to see if 
they are realistic in the light of present 
day technological developments. It 
should also admonish examining agents 
to look to the future and to refrain from 
opposing increases in rates solely on the 
ground that they are higher than those 
claimed in the past.” 


The obsolescence factor 


“Special emphasis should be placed 
upon the obsolescence factor, and the 
proposed bulletin should state as plain- 
ly as possible that the economic life 
rather than the physical life of an asset 
is controlling. In this respect, the bulle- 
tin would merely be amplifying what 
is said in Section 1.167(a)-1(b) of the 
Regulations, but the distinction between 
physical and economic lives is so impor- 
tant and so generally misunderstood by 
small taxpayers as to make amplification 
a requisite of any detailed bulletin.” 


The elimination of controversies 


“A prime purpose of the bulletin 
should be to reduce the number of tax- 
depreciation controversies, if not to 
eliminate them entirely. These contro- 
versies are among the most time consum- 
ing and difficult in the entire field of tax 
administration and litigation, and the 
advisory group would be making a most 
important contribution if it were to de- 
vise a simple method for dealing with 
them. 

“Here, we recommend an extension 
of the principle of Revenue Rulings 90 
and 91, which announced that deprecia- 
tion allowances would go unchallenged 
in the absence of clear and convincing 
proof. In particular, we recommend what 
has been called the ‘bracket approach’ 
or (along the same lines) the establish- 
ment of maximum rates or minimum 
useful lives by major categories of de- 
preciable assets. As an illustration, the 
bulletin might 


prescribe a_ specific 


- 


period (probably between 7 and 10 
years) as the minimum useful life for 
machine tools and similar equipment of 
the kind listed in the Directory of Metal 
Working Equipment. The bulletin would 
then go on to provide that, if taxpayers 
employed this specified life (or a longer 
one) for this kind of equipment, the 
consequent depreciation deductions 
would not be challenged. The bulletin 
might also provide that, if a taxpayer 
wanted to use a shorter life, he would 
have the burden of proof. 


“Of course, the problem of selecting 
appropriate minimum lives and choosing 
proper categories and groups is not easy. 
But it is much less difficult than the 
problem of listing lives for thousands 
of individual items of depreciable prop- 
erty. We believe the group can quite 
readily solve (as other countries have) 
the problem of establishing maximum 
rates or minimum  non-challengeable 
lives by broad categories, but we do not 
think anyone can make up a 1957 edi- 
tion of the detailed Bulletin F schedules 
which will make any real sense at all. It 
will be out of date just about the time it 
is published.” 


Salvage value 


“The proposed bulletin should also 
deal with the problem of estimating sal- 
vage value. At the present time, entirely 
too much emphasis is being placed by 
the Service, and particularly the agents 
in the field, on attempts to produce pre- 
cise estimates of the salvage value of par- 
ticular assets. 

“With regard to salvage value, the 
important thing is to make certain that 
there is no improper conversion of or- 
dinary income into capital gain. Here 
the use of generally accepted accounting 
principles and consistency from year to 
year will normally afford all the neces- 
sary protection. Undue emphasis on pre- 
cise estimates of salvage value can and 
will give rise to almost as many contro- 
versies as estimates of future lives. 

“Actually, the problem of | salvage 
value might best be solved by providing 
that gains on normal retirements should 
be taxed as ordinary income instead of 
as capital gain. As has already been 
stated, the chamber would support legis- 
lation to this end if the controversies 
over salvage value as well as over useful 
lives could be eliminated by the adop- 
tion of realistic maximum allowable 
rates by categories of facilities which 
would insure fair and reasonable write- 
offs.” 


The 1954 Code 


“As has been mentioned, there have 
recently been cases in which examining 
agents have sought to penalize taxpayers 
for employing the double-declining-bal- 
ance and the _ sum-of-the-year’s-digits 
methods of depreciation that were au- 
thorized by the 1954 Code. In one re- 
cent case, as an example, an agent was 


willing to accept a 10-year life if the 
straight-line method were used, but he 
insisted on a 15-year life if the taxpayer 
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persisted in his design to use the 200%- 
declining-balance method. 

“This kind of approach is plainly im- 
proper. It tends to nullify the plain in- 
tent of the Congress, and no authority 
can be found for it in the regulations. 
The proposed bulletin should make this 
entirely plain.” 


oO pen years 


“The bulletin should also deal with 
the question whether, when depreciation 
deductions are disallowed, the disallow- 
ances should be taken back into open 
back years in which similar deductions 
have previously been allowed. In the 
Chamber's view, disallowances of this 
kind should be prospective only. Depre- 
ciation should be as far as possible a 
known quantity so that capital require- 
ments can be anticipated. 

“A partial answer to this problem, of 
course, lies in the agreements provided 
for by Section 167 of the 1954 Code and 
Section 1.167(d) of the regulations. But 
many taxpayers (particularly smaller tax- 
payers) will not wish to elect to enter 
into any such agreements, and in any 
event it will be some years before many 
such agreements can be _ negotiated. 
Meanwhile, a real problem is presented, 
and it could be solved in the proposed 
bulletin.” 


Inflation 


“Inflation has been a factor in all re- 
placement and depreciation programs 
since bulletin F was issued in 1942. The 


inflation factor for that 15-year period 
represents an interest factor of 7% com- 
pounded annually. The taxpayer who 
has had his replacement program tied to 
the useful lives of bulletin F must pur- 
chase new equipment at prices greatly in 
excess of his depreciation reserves. Dur- 
ing a 15-year life in the present infla- 
tionary spiral, an asset’s replacement 
value will be more than two and one- 
half times its original cost computed 
without additional costs stemming from 
improvements in the art. 

“For some years the taxation com- 
mittee of the U. S. Chamber has been 
studying the bearing of inflation on de- 
preciation policy, and since legislation 
may be required, it will not make a 
recommendation at this time. Neverthe- 
less, the inflation factor is a very im- 
portant element in all depreciation and 
replacement programs, and coupled with 
inadequate depreciation allowances it 
has a disastrous effect on the taxpayer 
and the economy. The bulletin should 
accordingly discuss the relationship of 
should 
point out, in connection with the dis- 


inflation to depreciation. It 
cussion of the significance of a taxpayer's 
historical pattern of replacement, that 
companies are often compelled by the 
inflated price of new equipment to re- 
tain old equipment after it has outlived 
its true economic life. The retention of 
obsolete equipment under these circum- 
stances obviously can have no bearing 
upon current or future wear and tear or 
obsolescence.” ’ 


Technical Changes Bill would end confusion 


over method changes, but is illogical 


es IRRITATING stalemate induced by 
the current IRS refusal to deal with 
changes in accounting method under 
Section 481 may be cleared up by the 
Technical Changes Bill. As it wends its 
through Congress, tax ac- 
countants are paying particular atten- 


slow way 


tion to the provisions intended to end 
the difficulty. Section 481, if properly 
used, would allow taxpayers to change 
accounting methods without having to 
pay a tax on items applicable to years 
prior to 1954 that would, by virtue of 
the change, never be taken into income. 
The commonest example of those who 
would benefit from the 1954 rule is the 
taxpayer improperly using the cash basis; 
the statute would allow him to switch to 
accrual without paying tax on the pre- 


1954 inventory and opening receivables. 
The Commissioner, by failing to issue 
regulations on the section or to rule on 
applications for changes, has in effect 
nullified the Code provision and, if the 
Congress adopts the provision of the 
Technical Changes Act retroactively, we 
will have, in effect, a codification of the 
case law prior to 1954. In this event, the 
party who initiates the change will suffer. 

It will indeed be unfortunate if Con- 
gress does no more than go back to the 
old highly unsatisfactory rule. True, 
Section 481 has 
amounts of income that would escape 


defects (the large 


tax and the possibility of deferring tax 
by shifting from one correct method to 
another), but it was a carefully studied 
attempt to bring order into chaos. 
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This provision of the Technical 
Changes Bill was analyzed by William 
A. Kelley, Jr., and Milton P. King, 
Philadelphia attorneys, for the Villanova 
Law Review (vol. 3, page 168). With 
particular reference to taxpayers im- 
properly on the cash basis, they exam- 
ined the case law under the 1939 Code; 
“this,” they said, “is the situation for 
pre-1954-Code years. If the Commis- 
sioner initiates the change, he cannot 
require any adjustments in the year of 
change. Accordingly, there may be no 
incentive for the Commissioner to com- 
pel changes in cases where taxpayers are 
reporting income by a method of ac- 
counting prohibited by law. Although it 
is questionable whether the Commis- 
sioner can impose the adjustments upon 
taxpayers who change their tax account- 
ing method without obtaining the Com- 
missioner’s prior consent, this question 
does not appear to be finally determined 
by the cases. The Commissioner con- 
tinues to take the questionable position 
that his prior consent is necessary and, 
when application is made for consent, 
it will not be granted unless the adjust- 
ments are agreed to, or, if the change 
is made without consent or agreement, 
the corrective adjustments will be im- 
posed by the Commissioner. 


Section 481 


“Confronted with the case law and 
the administrative situation concerning 
changes in methods of tax accounting, 
Congress offered, in Section 481 of the 
1954 Code, limited relief to the Treasury 
Department while preserving the status 
quo for years not subject to the 1954 
Code. Under Section 481, regardless of 
who initiates the change, the adjust- 
ments necessary to avoid duplications 
and omissions are to be made in the 
year of change, except that no adjust- 
ment is to be made with respect to items 
that were omitted or deducted in years 
not governed by the 1954 Code. Accord- 
ingly, under Section 481 as it now 
stands, a wrong-method taxpayer need 
not be deterred from a voluntary change 
in a 1954-Code year. 

“It would appear that the wrong- 
method taxpayer could elect to amend 
his return for 1954, or for his first fiscal 
year subject to the 1954 Code, and 
thereby avoid all changeover adjust- 
ments because they would necessarily re- 
late to ‘taxable years to which [Section 
481] does not apply.’ The initiation of 
a change for the calendar year 1954 is 
barred by the statute of limitations, 
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which expired April 15, 1958. Each year 
thereafter the benefit to the taxpayer 
which results from this rule decreases as 
an increasing proportion of the adjust- 
ments become attributable to years sub- 
ject to the 1954 Code. The Commis- 
sioner, of course, may require that the 
change be made as of the earliest year 
still open, thereby correcting the im- 
proper omissions and deductions during 
such open years. However, the prohibi- 
tion of adjustments related to pre-1954- 
Code years will frequently deter the 
Commissioner from requiring the change 
in 1954 or earlier. 

“The full impact of the adjustments 
to be made in years of change subject to 
the 1954 Code is mitigated by a spread- 
back provision. The additional tax due 
for the year of change may not exceed 
any of the following: (a) the tax due 
upon the adjusted income computation 
for the year of change, (b) the aggregate 
of the taxes which would have been pay- 
able had the increase been pro-rated 
over the year of change and two pre- 
ceding years, or (c) the aggregate of the 
taxes which would have been payable 
had more than two preceding years been 
properly computed upon the new meth- 
od. The third computation depends 
upon the taxpayer’s ability to reconstruct 
an accrual accounting from the records 
which he maintained during the wrong- 
method years. In any case, the additional 
tax liability is for the year of change 
and no interest or penalties are payable 
for the earlier years. 

“The application of Section 481 is 
complex and the details of its adminis- 
tration are left to the Secretary, or his 
delegate. This section is intended to em- 


power the administrator to work 


out, 
under the promulgated standards, al- 


ternative methods of providing for 
changeover adjustments. 

“It is more than three and one-half 
years since the enactment of the Code,” 
Messrs. Kelley and King point out, ‘‘and 
the Commissioner has published no regu- 
lations to aid in the solution of the in- 
tricate problems with which Section 481 
1957, the 


Treasury Department announced that, 


is concerned. On February 15, 


in view of contemplated amending legis- 
lation, no proposed regulations would 
be issued at that time. In addition, the 
Commissioner has refused to grant per- 
mission to change accounting methods 
for 1954 Code years, or to issue revenue 
rulings in this field. As a consequence of 
this administrative inaction, a taxpayer 
who voluntarily changed his method of 
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tax accounting for a 1954 Code year is 
assured of a contest with the Commis- 
sioner, who apparently is relying upon 
benefits from retroactive amendment of 
Section 481. 


Technical Amendments Act 


“The amendment 
upon by the Treasury Department is Sec- 
tion 24 of the Technical Amendments 
Act of 
committee, would amend Section 481 to 


proposed relied 


1958. This act, which is now in 


give statutory sanction to the Commis- 
sioner’s distinction between voluntary 
and involuntary changes in accounting 
method. Changes initiated by the tax- 
payer would no longer escape adjust- 
ments attributable to taxable years prior 
to the 1954 Code. 

“That portion of the net adjustments 
attributable to 1954-Code years would, 
under the act, continue to be limited by 
the provision for two or more years of 
spread-back now contained in Section 
481. The 


taken into account in cases involving a 


pre-1954-Code adjustments, 
voluntary change in method, will (if 
such adjustments increase taxable in- 
come by $3,000 or more) be taxed under 
a spread-forward provision. These ad- 
justments will be pro-rated over the 
year of voluntary change and nine suc- 
ceeding years, or as many succeeding 
years as the taxpayer was engaged in the 
same business prior to the year of 
change, whichever is less. 

“There are no doubt countless tax- 
payers who have been filing tax returns 
under a cash receipts and disbursements 
method of accounting, although their 
inventory is an income-producing factor. 
Any allowance of changeover adjust- 
ments is a departure from an accurate 
accrual method of accounting. The full 
force of such adjustments, in the usual 
case, could constitute a real hardship. In 
many cases it could be disastrous. 

“The present effect of Section 481 is to 
provide a reasonable solution in this 
difficult area of Federal tax law. Adjust- 
pre-1954-Code 
years are barred. This is a codification 


ments attributable to 
of the case law as it stands apart from 
Section 481. The resulting benefit to tax- 
payers may be a gradually declining one 
as the adjustments for years of change 
become increasingly attributable to 1954- 
Code years. 
“Because of the Treasury Depart- 
ment’s inaction respecting Section 481, 
the law as enacted by Congress has been 
practically nullified. The taxpayer neces- 
sarily invites litigation by unilaterally 


taking a position under Section 481. 
Such action by a taxpayer would be 
abortive in the event that the presently 
contemplated retroactive amendment to 
Section 481, which penalizes voluntary 
changes, becomes law. Section 24 of the 
Technical 1958 


excepts from its provisions taxpayers 


Amendments Act of 


(a) who have applied for a change of 
accounting method in the manner pro- 
vided by regulations and (b) who have 
reached agreement with the Secretary or 
his delegate concerning the terms of the 
change. However, this relieves no one 
since the Commissioner has refused to 
issue regulations concerning applications 
for change and probably will not enter 
into any agreements omitting or waiv- 
ing adjustments relating to pre-1954- 
Code years. 

“It is a strange principle of law,” the 
Villanova article concludes, “which 
denies benefits to the taxpayer who vol- 
untarily offers to set things aright, while 
those benefits continue available to the 
taxpayer who ignores the requirements 
of law until he is compelled by the Com- 
missioner to change. This is the case 
with Section 24 of the Technical Amend- 
ments Act of 1958. The law requires tax- 
payers for whom inventory is an income- 
producing factor to compute taxable in- 
come under an accrual method of ac- 
counting. But such a taxpayer who has 
improperly computed taxable income 
under a cash method will be penalized if 
he initiates a change to the proper 
method by having pre-1954-Code year 
items included in the adjustments made 
in the year of change. Such a taxpayer 
who continues to file improperly until 
compelled by the Commissioner to 
change is given the benefit of the exclu- 
sion of items relating to years not sub- 
ject to the 1954 Code. Contrary to the 
report of the House Committee on Ways 
and Means, which ‘sees no reason why 


the pre-1954-Code year adjustments 
should not be imposed upon taxpayers 
who voluntarily change their method of 
accounting,’ it is more difficult to per- 
ceive reason in the proposition that a 
voluntary offer to discontinue an un- 
lawful practice should be penalized.” 

It has been pointed out that Section 
181 of the Code is ambiguous in its ap- 
plication to changes from one correct 
Section 481 itself 
refers to any change, voluntary or in- 


method to another. 
voluntary, and this language certainly 
seems broad enough to cover all changes, 
whether or not the taxpayer is required 


under Section 446 to obtain permission. 
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\nd it would follow that, if Section 481 
prescribes the treatment of adjustments 
(including the forgiveness of pre-1954 
income), then the Commissioner cannot 
prescribe another treatment. 
Commenting on this difficulty at the 
sixteenth New York University Institute 
on Federal Taxation, Paul D. Yager, 
CPA, with the Washington office of 
Lybrand, Ross Bros. & Montgomery, 
that it is difficult to attribute to 
Congress the intent to permit a taxpayer 
Section 481 to 
change from one correct method to an- 


said 


to use avoid tax in a 
other correct method. Yet there were tax- 
payers who had elected the installment 
or completed contract basis and who 
saw in Section 481 an opportunity to 
compute their 1954 income on a pure 
accrual basis, thus avoiding taxation on 
that had 
year but would not be included in 1954 


income ‘accrued” in a prior 


“accrued” income. 
Another difficulty with Section 481 is 


that, while there have been widely 


varying estimates of the amount of in- 


come that would escape tax, all estimates 
offered foresaw large 
without any equitable justification for 
them. Mr. Yager felt that attention 
should be drawn to these two points lest, 


tax reductions 


in preoccupation with the hardships in- 
flicted upon the taxpayer, we lose sight 
of the loss of revenue involved and of 
the extent to which individuals might 
avoid tax. 

Admittedly inequalities and loss of 
revenue have resulted and will continue 
“On the Mr. 
Yager concluded, “it seems a shame to 


to result. other hand,” 
begin anew the game of cat and mouse. 
H.R. 8381 will apparently have the effect 
of freezing into permanence, at least for 
tax purposes, the errors which occurred 
prior to January 1, 1954. Few taxpayers 
will initiate the change which will ac- 
celerate taxes which would otherwise 
have been deferred indefinitely, and one 
would not expect the Commissioner 
to force a taxpayer to change when, by 
doing so, he would forgive the tax on the 


increment.” 





New accounting decisions this month _ 


Payments from employer were capital 
gain on sale of patent, not compensa- 
tion. In 1921 taxpayer agreed with his 
employer to transfer all his patents to it 
in exchange for a percentage of its 
profits with a stated minimum. Included 
in this assignment was an important in- 
had 1920. The 
royalty under this agreement averaged 
$70,000 for 


payer also received a substantial salary 


vention he made in 


around many years. Tax- 
from the employer. Until 1949 the em- 


ployer withheld income tax on_ the 
royalty payments, but did not withhold 
in subsequent years. Taxpayer reported 
the payments as compensation, but now 
claims they represent long-term capital 
gains from the sale of the patent. The 
court agrees with taxpayer, allowing re- 
funds for the tax years still 


Becker, DC Penna., 4/18/58. 


open. 


Farmer has ordinary income on real 


estate sales. Gain on the sales of lots 
carved out of taxpayers’ farm is held to 
be ordinary income, rather than capital 
gain. Taxpayers’ activities in disposing 
of tracts of their farm formed a pattern 
of road dedication and construction, 
land surveying, platting and sale of the 
subdivided real estate. In addition, tax- 
payers placed signs on their property, 


advertised once in a newspaper, acquired 





nearby land on which they constructed 
a shopping center, employed a real estate 
agent when their own sales efforts 
lagged and undertook to sell many lots 
on a deferred payment basis. Gudgel, 


TCM 1958-83. 


Capital gain to partners on sale of 
patent. A partnership developed and 
patented an invention which it sold to 
a corporation on a royalty basis. With- 
out stating the terms of the sale in its 
opinion, the court finds that all sub- 
stantial rights in the patent were trans- 
ferred. Accordingly, the royalties are en- 
titled to capital gain treatment. Reeder, 
DC Calif., 4/28/58. 


Ordinary income on “sale” of invention 
franchise. Taxpayer developed a process 
utilizing tabulating cards to convert 
ordinary single-entry bookkeeping data 
into double-entry bookkeeping records. 
He received lump-sum payments in con- 
nection with the issuance of territorial 
franchises which he treated as proceeds 
from the sale of a capital asset. The 
court finds taxpayer did not transfer all 
of his substantial rights in the process 
within the area of each territorial fran- 
chise and, therefore, there was no “sale 
or exchange.” The payments received 
are taxable as ordinary income. Amounts 
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paid by taxpayer for giving instruction 
and training to personnel of the terri- 
torial franchise holders are held to be a 
proper deduction from the amounts re- 
ceived from the _ franchise holders. 
Schmitt, Jr., 30 TC No. 29. 


Ordinary loss on sale of rental property 
[Acquiescence|. In May 1944, a bene- 
ficiary of a trust received an undivided 
one-fifth interest in certain real property. 
From that time until she sold the prop- 
erty at a loss in February 1945, she and 
the other co-owners rented the property 
for income purposes. The loss on sale 
was an ordinary loss from realty used in 
a trade or business. Post, 26 TC 1055, 
acq. IRB 1958-21. 


Capital gain on inventor’s sale of pat- 
ent. Taxpayer transferred to a manu- 
facturing company the exclusive rights 
to make, use and sell the item covered 
by his patent. Taxpayer was to receive 
a royalty based on sales. He retained 
the right to veto proposed sublicenses 
and also retained paper title to the 
patent for security. He had the duty to 
defend infringement suits. Weighing the 
importance of the retained rights and 
duties, the court concludes taxpayer 
transferred all substantial rights in the 
patent and may treat the royalty as capi- 
tal gain. Arras, DC Conn., 5/30/58. 


Accounting for puts and calls. In this 
ruling the IRS restates the income tax 
treatment of puts and calls. The net 
payment received by the issuer of the 
put or call is ordinary income at the time 
an unexercised option expires. The 
price paid for an option subsequently 
exercised becomes part of the cost to the 
buyer (or proceeds to the seller), Divi- 
dends on the corporate stock under op- 
tion are ordinary income to the owner 
of the stock on the dividend day. The 
option itself is a capital asset, except 
when held by a dealer. Rev. Rul. 58-234. 


Refiner has ordinary income on “sale” 
of contracts with producers. Taxpayer 
had been for forty years a processor of 
casinghead gases. It had contracts with 
eight oil producers under which it con- 
structed pipelines from the producers’ 
fields to its refinery, where it processed 
the gas, for which taxpayer received a 
fixed percentage of the proceeds of sale. 
It “assigned” these contracts to another 
at the it sold the 
assignee its physical plant. Taxpayer re- 


refiner same time 


ported the proceeds received on the 
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assignment as long-term capital gain 
from the sale of capital assets. The court 
finds that the so-called assignment and 
sale was merely an arrangement where- 
by the assignee was employed at a fixed 
compensation to perform a portion of 
the work required under the contracts. 
The payment is ordinary income. Bank- 
line Oil Co., 30 TC No. 44. 


Executive was also in real estate busi- 
ness. Taxpayer realized gain on the sale 
of subdivided real property, which this 
court finds was ordinary income because 
the taxpayer was in the real estate busi- 
ness. He devoted some time to real 
estate, although more was spent on the 
deep freeze business. His real estate in- 
come during the five years in question 
was $126,000, while his salary was $85,- 
000. The over-all real estate activities of 
extensive to 


taxpayer are sufficiently 


be a business. Beard, CA-9, 5/26/58. 


Donee of invention entitled to capital 
gain on sale. A wife who received as a 
valid gift from her husband an interest 
in an invention and in the application 
for letters patent that were being drafted 
is entitled to capital-gain treatment on 
her transfer (for a royalty on sales) of 
all substantial rights in the invention. 
At issue were her royalties for 1951 to 
1953. The that 
could not qualify under the 1956 retro- 


court finds taxpayer 
active amendment to the 1939 Code, giv- 
ing capital-gain treatment to inventors 
and certain transferees for value. 
Though barred because she acquired the 
property as a gift, she is entitled to 
capital gains because her disposition of 
the property was a sale. Holcomb, 30 TC 


No. 33. 


Sublessor cannot treat coal royalties as 
capital gain. A sublessor of coal prop- 
erties receiving specified tonnage royal- 
ties is held not entitled under 1939 Code 
Section 117(k)(2) to treat the royalties 
as capital gain, but must report the re- 
ceipts as ordinary income subject to per- 
centage depletion. The court approves 
the IRS position that sublessors were 
not entitled to capital gains on disposi- 
1939 
Code, though they may qualify under 


tion of coal or timber under the 


the 1954 Code, which applies to holders 
of any economic interest in the property 
in place. Island Creek Coal Co., 30 TC 
No. 35. 


Capital gain on sales of lots to optionee. 
Officials of a U. S. Steel subsidiary ap- 
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proached taxpayers with a proposal that 
they acquire certain land which the com- 
pany wanted as a development for pre- 
fabricated homes. Taxpayers were to 
construct roads and sewers and give the 
company an option to purchase. Tax- 
payers agreed and purchased the land 
and, after improving it, sold it to the 
company under the option. The court 
rejects the Government’s contention that 
taxpayers were being compensated as 
agents of the optionee. They bought the 
property as a speculation and, since 
they were not engaged in the real estate 
business, the gain is capital. Wagner, DC 
Penna., 5/27/58. 


DEPRECIATION 


Trucks to be depreciated, not expensed. 
For many years taxpayer expensed the 
cost of trucks, instead of depreciating 
them. In the year at issue, taxpayer de- 
preciated them over a four-year useful 
life for trucks, but contends he 
should be permitted to write off the 
entire cost of trucks purchased during 
This affirms the Tax 
Court’s holding that a four-year life 
should be The 
erroneous allowance of the write-offs in 


now 


the year. court 


used. Commissioner's 
former years does not bind him. Broad- 
head, CA-5, 4/8/58. 


Neither charitable contributions nor in- 
come from scrap affect percentage de- 
pletion. In computing net income from 
mine properties for purposes of the 
limitation on percentage depletion (50% 
of net), income received from the sale 
of mine scrap cannot be credited to the 
costs of mining. Neither are charitable 
contributions allowable deductions at- 
tributable to the mineral property upon 
which the depletion is claimed. Island 
Creek Coal Co., 30 TC No. 35. 


Percentage depletion “consistently” com- 
puted on single-property basis. Taxpayer 
owned an interest in mineral property 
for which it was entitled to use the 
single-property method in computing 
its percentage depletion allowance. For 
the year 1939 the Commissioner insisted 
that taxpayer change to a separate-prop- 
erty basis which taxpayer finally accepted 
in an agreed settlement for 1939, 1940 
and 1941. Thereafter, for the period 
1943-1950, although it computed its de- 
pletion allowance on the new basis to 
its economic disadvantage, it filed sched- 
ules with its returns protesting the 
change and evidencing a consistent de- 


sire to adhere to the single-property 
method. The court finds that, in filing 
its return for 1951 and using the single- 
property basis, taxpayer was simply re- 
suming the method it had consistently 
followed prior to 1939 and from which 
it never willingly departed. Island Creek 
Coal Co., 30 TC No. 35. 


ACCOUNTING METHODS 


IRS denied involuntary Lifo liquida- 
tion relief; court grants it. The IRS 
long opposed granting department stores 
the right to use Liro, but in 1947 the 
Tax Court upheld Hutzler Brothers on 
this issue and the 
quiesced in 1948. However, department 
that had suffered involuntary 
liquidations were, in effect, denied the 


Commissioner ac- 
stores 


right to elect to have subsequent replace- 
ments of Liro inventory treated as if 
effected in the year of liquidation. This 
tax relief was allowable only if election 
had been made in the year of liquida- 
tion and, of course, many stores that had 
liquidations had made no election be- 
cause of the then outstanding regula- 
tions against their use of Liro at all. 
Congress in 1950 granted relief retro- 
actively by permitting the election under 
regulations the Commissioner might 
prescribe. The Commissioner again cut 
off many taxpayers by ruling that the 
election must be made within six months 
of the return for the year of liquida- 
tion, except in the case of hardship. 
Taxpayers here requested such an ex- 
tension on the ground of hardship and 
it was denied. The court agrees that, if 
the Commissioner denied relief in the 
type of case Congress intended to relieve, 
the denial would be improper. The 
court finds the denial improper; tax- 
payer had filed its returns on the Liro 
basis since 1942, despite the regulations 
to the contrary, and had elected the in- 
voluntary liquidation relief for one year. 
But taxpayer took its inventories on a 
storewide, not departmental, basis and, 
it says, it did not know of departmental 
involuntary liquidations in other years 
until it recomputed the inventories when 
the 1948 regulations required Liro users 
to account that way. Thus, it argues, its 
failure to elect was due to its storewide 
inventory procedure and was the type of 
hardship Congress intended to relieve. 
The court agrees. One dissent on the 
ground that the shifting to the storewide 
method was its own choice, not forced 
by the tax law. Furthermore, the court 
points out that taxpayer might well have 
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been uncertain whether the election 
would be to its advantage or not, noting 
that it made no attempt to claim it when 
filing amended returns in 1948. Joseph 
Horne Co., Ct. Cls., 5/7/58. 


Change to “direct costing” approved 
though books are kept on “absorption” 
basis [Acquiescence]. Taxpayer changed 
its method of reporting supplies and in- 
direct expenses on its tax return from an 
“absorption” basis to a direct-costing 
basis. Under direct costing, all supplies 
and overhead expenses are charged to 
expense in the year incurred on the 
ground that they are fixed operating 
costs of the period. The change was 
brought to the attention of the Commis- 
sioner and was tacitly approved by him 
in 1948. Use of the new method, which 
was consistently followed, was held 
proper for tax reporting in 1950 even 
though the books were still kept on an 
“absorption” method of accounting. The 
Commissioner’s acquiescence is equiva- 
lent to a formal approval. The court 
notes that the Commissioner has not 
and does not here contest the propriety 
of direct costing. Geometric Stamping 
Co., 26 TC 301, acq. IRB 1958-21. Ac- 
quiescence by Commissioner as to result 


only. 


No approval needed to conform fiscal 
period to books. A taxpayer that regu- 
larly maintains its books and records on 
a one-year accounting period (calendar 
or fiscal), but erroneously files its return 
on a different basis, may change its sub- 
sequent returns to the same basis upon 
which its books and records are kept, 
without the Commissioner's prior per- 
mission. Rev. Rul. 58-256. 


“Claim of right” restoration adjustments 
not applicable to prepaid interest. A 
taxpayer may be taxed in one year on 
income held under a claim of right and 
later make repayment because it is de- 
termined that he had no such right. In 
the year of repayment Section 1341 per- 
mits a reduction in tax equal to the 
erroneous overpayment in the year of re- 
ceipt. The IRS is asked here about the 
application of the section to a taxpayer 
who had sold property for cash, a mort- 
gage and certain notes. Prepaid interest 
was received by taxpayer on the notes 
and he agreed to refund the interest ap- 
plicable to any period for which the 
notes might later be prepaid. In a sub- 
sequent year a portion of the principal 
of the notes was prepaid and taxpayer 


refunded the interest. The IRS rules 
that the transaction is not the restora- 
tion of amounts held under claim of 
right so as to entitle taxpayer to the 
benefit of Section 1341 of the 1954 Code. 
Taxpayer had no mere claim of right to 
the prepaid interest; he had every legal 
right to it. The refund liability arose 
‘subsequently on prepayment of the prin- 
cipal and is an ordinary deduction in 
that year. Rev. Rul. 58-226. 


Corporate minutes recognized as accru- 
ing liability for 30 monthly payments to 
employee. To alleviate the financial 
hardship suffered by an employee who 
had an incurable cancer and who, be- 
cause of his foreign service, was outside 
the ordinary pension plan, taxpayer, his 
employer, voted him in 1953 the sum 
of $33,750 to be paid in installments 
over 30 months. Should he die, the pay- 
ments would be made to his widow or 
her estate. The court holds the full au- 
thorized payment of $33,750 became an 
unconditional obligation in 1953 and 
constituted a properly accrued deduction 
for that year. Section 23(p), deferring 
a deduction for deferred compensation 
to the year of payment, does not apply 
since the amount authorized was not 
paid as compensation under a deferred 
compensation plan. The court says that, 
while there was no legal obligation to 
pay created by the resolution of the 
board of directors, it was the final act 
which made definite and certain the 
amount payable. Champion Spark Plug 
Co., 30 TC No. 26. 


Change of tax year without Commis- 
sioner’s permission | Acquiescence|. Tax- 
payer regularly kept its books on a fiscal 
year, but filed its first return for a cal- 
endar year. It thereafter filed the return 
in issue on a fiscal year basis. The Com- 
missioner claimed it may not do this 
without his prior permission. The Board 
of Tax Appeals ruled that taxpayer did 
not need the Commissioner’s consent as 
the regularly employed method of ac- 
counting may be used for returns. 
Brooklyn City Railroad Co., 27 BTA 
77, acq., IRB 1958-21, prior non-acq. CB- 
1934 withdrawn. 


Partnership omitted credit sales; five- 
year statute applies. 
which sold and repaired electrical ap- 
pliances took inventories and kept books 
on the accrual basis, but filed returns re- 
porting credit sales only when collected. 
The regulation requiring the use of the 


A partnership 
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accrual basis when inventories are neces- 
sary is upheld. The only adjustment 
made to the returns was the addition of 
credit sales, cost of goods sold as re- 
ported having included cost of goods 
sold on credit. However, the taxpayer 
tried to show that many items claimed 
as deductions on the original returns 
should have been included in cost of 
goods sold. While the allocation of these 
items (such as shipping, warehousing, 
etc.) would not affect net income, how- 
ever, if cost of goods sold was so increased 
and gross income (gross profit on sales) 
so decreased, then the omitted credit 
sales would not be 25% of gross income 
reported and the five-year statute would 
not apply. The court holds that the 
Commissioner is entitled to use the cost 
of goods sold as reported on the re- 
turn. [Under the 1954 Code, gross in- 
come is specifically defined as gross re- 
ceipts from sale of goods or services with- 
out reduction for cost.—Ed.] Iverson 
Estate, CA-8, 5/9/58. 


January 1958 price indexes. Bureau of 
Labor Statistics price indexes for Jan- 
uary 1958 are acceptable for department 
stores employing the retail inventory 
and Liro methods. Rev. Rul. 58-282. 


Commissioner’s change of position does 
not justify untimely Lifo election. Be- 
cause the Commissioner took the posi- 
tion that retailers could not use Liro, 
Macy’s, though its books were on LiFo, 
did not use Liro for its 1942 return. 
After the courts held that Liro was 
available to retailers, Macy’s filed this 
refund claim based on the use of Liro. 
The court holds that this is not a timely 
election. While it is settled under the 
Regulations there was no timely election, 
taxpayer claims that the Regulations 
are not applicable to retailers. The court 
points out that the Regula.:.ons nowhere 
say that they are not applicable to re- 
tailers and that other courts have held 
they are applicable to retailers. The 
court notes that 70 other department 
stores did make timely elections despite 
the Commissioner’s position and that to 
allow Macy’s to use Liro would give it 
the benefit of six years’ hindsight. R. H. 
Macy & Co., CA-2, 5/12/58. 


Airlines’ retroactive mail pay increase 
accruee when rate was fixed. 1940 was 
a base year for taxpayer's EPT tax; it in- 
cluded as income that year additional 
pay for 1940 flying at increased rates 
authorized by law, but not paid to it 
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until 1942, because the Government in- 
stituted proceedings to determine a fair 
and reasonable rate. Noting that to in- 
clude this pay increase in any other year 
would distort taxpayer’s income and 
excess profits tax, the district court held 
it accrued in 1940. This court reverses. 
It agrees with the Government’s conten- 
tion that, until 1942, taxpayer could 
not know the amounts due it. The 
amount could not be estimated in 1940 
with reasonable accuracy and thus did 
not accrue then. Delta Air Lines, CA-5, 
5/23/58. 


DEDUCTIBILITY 


Liquid entertainment not deductible in 
a dry state. This court affirms the Tax 
Court holding that whiskey purchased 
in Oklahoma for business entertainment 
and the promotion of goodwill cannot 
be deducted as an ordinary and neces- 
sary business expense. State law made it 
illegal to traffic in intoxicating liquor. 
The disallowance of payments to county 
officials to influence awarding of con- 
tracts is also affirmed; these payments 
CA-10, 


violate Finley, 


4/23/58. 


public policy. 


Costs of litigation with Alien Property 
Custodian a capital expenditure. Attor- 
ney’s fees incurred to contest the seizure 
of taxpayer’s property by the Alien Prop- 
erty Custodian under the Trading with 
the Enemy Act (taxpayer asserting that 
the property was unjustly detained) are 
held to be not different from expenses 
incurred in defense of title. Accordingly, 
they are not deductible as expenses fo1 
the conservation and maintenance of in- 
come producing property, but must be 
capitalized. Five dissents on the ground 
that, after title is perfected and taxpayer 
has to show his own status to prevent 
possible claims, the expenditure is for 
the conservation of property and de- 
ductible. Ruoff, 30 TC No. 20. 


Contribution to union apprenticeship 
fund deductible. Contributions by an 
employer under a collective bargaining 
agreement to a union trust fund for the 
purpose of defraying the cost of an ap- 
prenticeship program are deductible as 
business ex- 


ordinary and necessary 


penses. Rev. Rul. 58-238. 
Railway roadbed poles currently de- 
ductible. Expenditures for poles driven 
into a railway roadbed to correct the 
effects of water pockets and mud heaves 
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may be taken as current deductions. Tax- 
payers who capitalized such expenditures 
may file refund claims for all open 
years. If such expenditures were capital- 
ized in years prior to 8/23/54, they may 
be amortized until fully recovered. Rev. 
Rul. 58-278. i 


Purchase and sale of U. S. bonds not 
wash; bonds differed. A loss on sale of 
U. S. Treasury 214% bonds maturing 
9/15/72, but callable after 9/15/67, is 
not prohibited by the wash sales provi- 
sions though taxpayer within 30 days of 
the sale purchased an equal face amount 
or U. 
those sold, were 214’s, but were due 
12/15/72, callable after 12/15/67. The 


bonds sold were not “substantially identi- 


Treasury bonds which, like 


cal” to those purchased since they had 
different call dates and the former, un- 
like the latter, were not eligible for un- 
restricted investment by banks, but were 
redeemable at par in payment of estate 
taxes. Rev. Rul. 58-210. However, the 
Service holds U. S. Treasury 214% bonds 
maturing 12/15/62, but callable after 
12/15/59 “substantially identical” (and, 
therefore, within the wash sale prohibi- 
tion) to U. S. Treasury 214% bonds ma- 
turing 6/15/62, but callable after 6/ 
15/59. There was no “substantial differ- 
ence” in the “material features” of these 
two series of bonds. Rev. Rul. 58-211. 


BAD DEBTS 


Loan to related sales corporation de- 
ductible as business bad debt [Acquies- 
cence]. ‘Taxpayer manufactured jewelry 
cases and boxes in Buffalo as a sole 
proprietor. He created a separate sales 
corporation in California and sold it 
raw materials and merchandise from his 
Buffalo plant. Loans of some $64,000 
made by the proprietorship to the Cali- 
fornia corporation over a_ four-year 
period are held to be proximately related 
to the business of the proprietorship and 
hence deductible in full as a_ business 
bad debt when the corporate operations 
ceased. Weil Estate, 29 TC 366, acq. IRB 
1958-21. 


Mortgage note not worthless in year 
claimed; real estate loss ts capital. Tax- 
payer held a note for $65,000 secured by 
a mortgage on real estate which was 
foreclosed in 1932, resulting in a decree 
of foreclosure in 1934, with a deficiency 
judgment in the sum of $43,000. The 
foreclosure sale was to taxpayer’s nom- 
inee for $40,000 and the period of re- 


demption expired in 1935. In 1936 tax- 
payer sold the property for $10,000. The 
court finds the deficiency judgment be- 
came worthless prior to 1935, the taxable 
year in issue, even though the period 
of redemption expired then. Further- 
more, the court disallows an ordinary 
loss deduction of $30,000, the difference 
between the foreclosure price and tax- 
payer’s subsequent resale price, since at 
the time of sale, the property was a capi- 
tal asset. The fact that taxpayer was a 
dealer in securities did not convert the 
loss on liquidation of a personal invest- 
ment, not held as stock in trade, from a 
capital loss to an ordinary loss. Factor, 
TCM 1958-94. 
Uncollectible customers’ accounts al- 
lowed as bad debts. The court finds that 
taxpayer, an operator of a general store, 
reported on the accrual basis and allows 
him a bad-debt deduction for unpaid 
accounts receivable charged off the 
books after being turned over to an at- 
torney for collection and reported by 
him to be uncollectible. Clarkston, TCM 
1958-91. 


Deduction for partial worthlessness of 
corporate advances denied. Taxpayer 
participated in the organization of a 
corporation to which he advanced funds. 
He sought a deduction .or partial worth 
lessness of the advances, claiming that 
the loans arose from his business of pro- 
moting corporations. The court holds 
the advances, even if loans, rather than 
contributions to capital, were not busi- 
ness loans, since taxpayer failed to show 
his lending activities were extensive 
enough to constitute a trade or business. 
Finally, since taxpayer failed to prove 
that the advances became partially 
worthless in the taxable year, even a 
non-business bad debt deduction is 


denied. Ely, TCM 1958-86. 


No bad debt; settlement of $65,000 note 
for $500 was a sale. Taxpayer corpora- 
tion sold the stock of its wholly-owned 
$65,000). 
Shortly thereafter the purchaser told 


subsidiary (which owed it 
taxpayer that he considered the com- 
pany he had bought a failure unless ad- 
ditional money was invested, which he 
would not do with the $65,000 note out- 
standing. He offered $500 in settlement; 
taxpayer accepted, and claimed a $64,- 
500 bad debt loss. The Tax Court found 
the transaction was a sale and the loss 
is therefore capital. This Court affirms. 


The deficiency in this case was some 
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$16,000; the sale for $500 thus cost over 
thirty times that in tax. Von Hoffman 
Corp., TCM 1957-127. 


Bad debt deduction denied for failure 
of proof. Taxpayer’s claim for a bad 
debt deduction was predicated upon 
some oral understanding he had with 
his sister and her husband at the time 
they requested his assistance in secur- 
ing a bank loan, to the effect that they 
would make good any loss he suffered 
in the event the collateral he agreed to 
pledge was sold. A deduction for $7,200 
as either a business or non-business bad 
debt is denied taxpayer because of his 
failure to establish a valid debt, and his 
further failure to show the amount of 
the alleged loss. Hanson, TCM 1958-74. 


WHAT IS INCOME 


Winner of lottery among charitable con- 
tributors taxable. A prize awarded tax- 
payer as the result of a drawing is tax- 
able income even though taxpayer was 
required to make a charitable contribu- 
tion to qualify for the drawing and re- 
ceive the prize. The motive for making 
the contribution is ruled to be imma- 
terial. Downes, 30 TC No. 38. 


Gift of appreciation to lawyer a tax- 
free gift. Taxpayer, a lawyer, repre- 
sented a Japanese alien in a case to 
test the constitutionality of the Cali- 
fornia alien land laws and was successful 
in getting the California Supreme Court 
to hold the laws unconstitutional. The 
Japanese community, as an expression 
of gratitude and appreciation, held a 
banquet in the lawyer’s honor and pre- 
sented him and the Japanese plaintiff 
in the test case with checks for $10,000 
which sums were raised by a community 
collection. The court disagrees with the 
Commissioner's contention that the pay- 
ment represented compensation to the 
lawyer for services rendered and holds 
it to be a non-taxable gift. Wright, 30 
IC No. 37. 


Kickbacks are taxable income, but fraud 
net proved in omitting them. Taxpayer's 
husband was employed by an American 
drug firm as a salesman in Mexico. With- 
out the knowledge of taxpayer or his em- 
ployer, he entered into a personal agree- 
ment with the president of a Mexican 
firm whereby the husband was to receive 

percentage on all purchases by the 
Mexican firm. When the kickback ar- 
rangement became known to the em- 


ployer, the husband was fired. The em- 
ployer later received an insurance settle- 
ment for its employee’s dishonesty. The 
Tax Court found that the husband was 
not guilty of “embezzling” the monies 
received from the Mexican firm and 
that the funds were taxable income to 
-him and were, therefore, includible in 
a joint return filed with his wife. This 
court affirms on this issue. However, it 
reverses the Tax Court’s imposition of 
the fraud penalty for the failure to re- 
port this income. The only evidence of 
fraud was the husband’s suspicious con- 
duct; this does not meet the Commis- 
sioner’s burden of proof. Macias, CA-7, 
5/7/58. 

Withdrawals from cerporation not in 
payment for stock. In 1950 taxpayer sur- 
rendered his stock in a corporation in 
order to effect a compromise with the 
corporation’s creditors. The stock had 
cost taxpayer $12,500. At the time he 
surrendered the stock, taxpayer owed the 
corporation $35,000 for unpaid with- 
drawals. This debt was never paid. The 
court holds that taxpayer did not realize 
income because of his unpaid debt to the 
corporation. It allows him a capital loss 
for the cost of his stock in the dissolved 
corporation. No opinion is reported. 
Spink, DC Fla., 4/2/58. 


OTHER DECISIONS 


Deduction of EPT (later refunded) in 
computing loss carryover no tax benefit. 
The court notes that this case is identical 
with National Forge & Ordnance Co. 
(151 F.Supp. 937) in which it held for 
the taxpayer. Both cases involved a loss 
for 1946 carried back to 1944 and at 
issue was the treatment of 1944 excess 
profits tax so as to determine how much 
of the carried back loss was used in 
1944 and unavailable to later years. The 
taxpayers deducted the full 1944 EPT 
despite the fact that subsequently part 
of the tax was refunded in renegotia- 
tion of war contracts. Apparently con- 
ceding that the proper accrual in 1944 
was the original tax, the Commissioner 
presented the argument that the refund 
of the 1944 tax should be regarded as in- 
come for this purpose because the ful] 
allowance of the original accrual for loss 
carryover would be a tax benefit. The 
court, conceding that equity is on the 
Commissioner’s side (1944 net income 
was reduced by the profit repaid to the 
Government on renegotiation), sees no 
reason to reconsider its National Forge 
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& Ordnance decision, citing the Supreme 
Court’s language in Lewyt (249 U.S. 
237) requiring the same definition of ac- 
crual of taxes here as in other parts of 
the Code regardless of benefit to either 
the taxpayer or the Government. Lock- 
heed Aircraft Corp., Ct. Cls., 5/1/58. 
Similarly, the court allows taxpayer in 
amortiza- 
tion to deduct the full EPT originally 
accrued and paid, though later refunded. 
By statute this amortization was first 


recomputing its emergency 


computed over a 60-month period; how- 
ever, on proclamation of termination of 
the emergency, taxpayer recomputed the 
amortization over the shorter emergency 
period with resulting higher deduction 
and lower tax. Todd Shipyards Corp., 
Ct. Cls. 5/7/58. 


IRS applies “claim of right” to prepaid 
interest. Taxpayer, a life insurance com- 
pany, made loans to policyholders on 
which interest was paid in advance. The 
IRS, citing the claim-of-right doctrine, 
rules that the interest is income when 
received. It is irrelevant that state au- 
thorities require the taxpayer to account 
for the interest as income over the 
period to which it applies. Rev. Rul. 
58-225. 


Demolishing building on new lot makes 
it similar to condemned parking field. 
Taxpayer's parking lot was condemned 
for highway construction. He used the 
proceeds to buy a lot with a building 
on it and immediately demolished the 
building and used the property for 
parking. The new property qualifies as a 
replacement, and gain on the involun- 
tary conversion may be deferred. The 
test met here is whether the new prop- 
erty is similar in use to the old. Rev. 
Rul. 58-245. 
Savings and loan “dividends” deductible 
when paid or credited. Federal savings 
and loan associations were first made 
subject to corporate income tax for 
years beginning after 12/31/51. Tax- 
payer declared “dividends” (deductible 
as interest) as of 12/31/51. Some were 
credited to savings accounts as of 12/ 
31/51; others were paid to the depositors 
by checks dated January 2, 1952. The 
court holds the dividends paid by check 
in 1952 are deductible in 1952, but the 
dividends credited to the savings ac- 
count shareholders as of 12/31/51 are 
expenses of 1951 and, therefore, not de- 
ductible in 1952. Citizens Fed. Savings & 
Loan Assn. of Covington, 30 TC No. 25. 
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Alien inventors hurt by discrepancies 


in patent tax “relief” 


by ALAN R. RADO 


When the foreign holder of a patent, trademark or design begins to exploit it in 


the U. 


S., he needs expert counsel on the intricacies of the U. S. tax law and the 


international tax conventions. At the forthcoming 1958 Congress of the Inter- 


national Fiscal Association, Alan R. Rado, New York attorney, will review the 


fundamental rules and point out some of the problems that have arisen with the 


changes made by the 1954 Code. Because some of Mr. Rado’s hearers are not familiar 


with the U.S. law, he goes to particular pains to explain it simply; the result is one 


of the clearest expositions we have seen of the numerous unrelated Code provisions 


applicable. In addition, he points out the apparently unforeseen harsh results to 


foreign taxpayers of the 1954 Code provisions adopted as tax relief to inventors. 


: iw INTENT OF the U. S. Congress in 
enacting Section 1235 of the 1954 
Code, as expressed in the committee re- 
ports, was to eliminate arbitrary and 
confusing criteria in the taxation of in- 
come from the transfer of patents. Un- 
fortunately, the result is not satisfactory. 
Not only is the provision so narrow in 
its scope that a great many patent trans- 
actions are outside the area of its ap- 
plicability, but it has introduced new 
problems in the taxation of non-resident 
aliens not engaged in trade or business 
in the U. S. 

Non-resident aliens, that is, foreign 
nationals not residing in the U. S., and 
foreign corporations are taxable in the 
UY. S. derived 
sources within the U. S. If they are en- 
gaged in trade or business in the U. S., 
they are taxed at the same rates as 
except that 
gross income includes only income from 
within the U. S. However, if 
non-resident aliens and foreign corpo- 


only on income from 


domestic taxpayers their 


sources 


rations are not engaged in trade or busi- 
ness in the U. S., their tax liability is 
further limited since they are liable to 
tax only on such income from sources 
within the U. S. as is considered “fixed 
or determinable annual or periodical.” 
The tax is imposed at the fixed rate of 
30% on the amount of such income and 


is collected by withholding at source. A 
foreign corporation not engaged in trade 
or business in the U. S. is referred to as 
a non-resident foreign corporation. 

annual or 
includes, 
from patents, 
marks and designs provided they are 
from sources within the U. S. Royalties 
“for the use or for the privilege of using 
in the U. S.” patents, trademarks or de- 
signs are considered from such sources. 


Fixed or determinable 


periodical income among 


others, royalties trade- 


Generally, gains from the sale of prop- 
erty are not considered “‘fixed or deter- 
minable annual or periodical” and are 
not subject to the tax of 30%. However, 
the Internal Revenue Code of 1954 now 
treats certain gains from the sale of 
patents as taxable to non-resident aliens 
not engaged in trade or business in the 
U. S. We will return to the difficulties 
created by the new Code. Note that in- 
come tax conventions concluded by the 
U. S. contain modifications of the Code 
rules. 


Nature of transaction 


In the case of domestic taxpayers, 
i.e., U. S. citizens, residents and corpora- 
tions, the income derived from a trans- 
fer of patents, trade-marks or designs is 
subject to income tax whether the trans- 
action is a license or an assignment. 


However, the amount of the tax de- 
pends on the nature of the transaction. 

If the transaction is the “sale or ex- 
change of a capital asset held for more 
than six months,” the gain or loss is a 
“long-term capital gain or loss.”” Where 
patents, trademarks or designs are not to 
be treated as “capital assets,” the gain 
on their sale is taxed as ordinary income. 
When a license is granted under a 
patent, trademark or design, the income 
from royalties is always taxed at ordin- 
ary income tax rates. 

The may 
also have effect in respect of payments 
to foreign persons. Payments of royalties 
are subject to withholding of the tax 
by the payor where the licensor is a non- 


nature of the transaction 


resident alien not engaged in trade or 
business within the U. S. or a non-resi- 
dent foreign corporation, whereas pay- 
ments for the “sale or exchange’ are 
not and may be exempt from tax en- 
tirely when received by such non-resident 
alien or foreign corporation. The ques- 
tion of withholding is of concern both 
to the foreign licensor who might not 
otherwise be within the taxing jurisdic- 
tion of the U. S., and to the U. S. 
licensee who may be liable to the U. S. 
Treasury for the payment of the tax 
whether or not he withheld the tax due. 

The amount of taxable income also 
differs, depending on the nature of the 
transaction. In the case of a sale, the 
adjusted basis, that is, cost of the prop- 
erty, is 
realized on such sale. In the case of a 


deducted from the amount 
license, the adjusted basis or cost may 
not be deducted, but may be depreciated 
over the useful life of a patent. 

The life of a U. S. patent is 17 years. 
The cost of a patent acquired from the 
Government consists of the various fees, 
cost of drawings, experimental models, 
attorney's fees and similar expenditures. 
When property is acquired by purchase, 
generally its cost is the price paid on 
such purchase. With regard to trade- 
marks, the U. S. Treasury does not allow 
any depreciation on the ground that 
their effective usefulness is of indefinite 
duration.! Under a recent amendment to 
the 1954 Code, costs incurred in connec- 
tion with the acquisition, protection, ex- 
pansion, registration and defense of a 
trademark be amortized over a 
period of 60 months, but not amounts 
paid for the purchase of an existing 
trademark. 

Royalties 


may 


“ 


are considered “personal 


holding company income” which may be 


subject to a penalty tax of 85%, but 
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gains from the sale of patents, trade- 
marks and designs are not so considered. 

Before the of the 1954 
Code, the treatment of gain from a sale 


enactment 


of a patent by the inventor depended 
on whether the inventor was a profes- 
sional or an amateur. If he was a pro- 
fessional, the patent was deemed his 
stock in trade and any gain realized 
upon its sale was taxed as ordinary in- 
come. In the hands of an amateur in- 
ventor, the patent was a Capital asset. 
Thus a sale of the patent by him was 
a sale of a capital asset and, if he held 
the patent for more than six months,” 
any income realized was taxed as a long- 
term capital gain. Often the professional 
or amateur status of the inventor was 
not clear and had to be settled by litiga- 
tion. 

Even if the inventor was recognized as 
an amateur, there was still another ques- 
tion. Was his transfer of the patent a 
sale or merely a license of the use of the 
patent? It was clear that, if it was a 
license, the proceeds were taxable as 
ordinary income. However, the courts 
and the Treasury differed as to the 
definition of a sale. 

The classic test declared by the U. S. 
Supreme Court was that transfers of 
U. S. patents may be considered assign- 
ments, that is sales, only if the inventor 
transferred (1) the whole patent, com- 
prising the exclusive right to make, use 
and vend the invention throughout the 
U. S., (2) an undivided part or share of 
that exclusive right, or (3) the exclusive 
right and 
throughout a specified part of the U. S.8 


under the patent within 
Any transfer falling short of either of 
these three kinds of interest was a mere 
license giving the licensee no title in the 
patent. 
Where a 
courts held that there was a sale of a 


transfer met this test, the 


patent. It made no difference whether 
the parties had labeled the transaction a 
license or whether the payments were de- 





s. The Treas- 
ury did not follow this line of authority 


termined on a royalty ba: 


and contended that, where an inventor 
sells or licenses the patent in return for 
payments which are measured by produc- 


! Trade-Mark Act of 1946 provides for a 20-year 
registration of trademarks. 

2 Holding period of a patent begins with the date 
on which the original invention was reduced to 
actual practice. Where the patent was issued be- 
fore that date, the holding period begins with 
the date of the issue of the patent. 

* Waterman v. Mackenzie, 138 U.S. 252. 

* Mimeograph 6490, 1950-1 C.B. 9. 

* Bloch v. U. §., 200 F.2d 63. 

®*The payments would be exempt only where the 
U. S. tax conventions contain provisions exempt- 
ing capital gains: U.K., Art. XIV; Sweden, Art. 
IX ; Canada, Art. XII. While, in connection with 
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THE TERM “patent” as used here 
indicates a grant made by the Gov- 
ernment to the inventor of the ex- 
clusive right to make, use and vend 
his invention for a definite period of 
* time. As interpreted by the U. S. 
Treasury, the term refers both to a 
patent granted under the applicable 
provisions of the U. S. law and to 
any foreign patent granting rights 
generally similar to those under a 
U. S. patent. A patent is regarded as 
intangible property and having a 
situs only at the domicile of the 
owner. The ordinary methods of 
transferring interests in a patent 
are by assignment or by license. 
The “trademark” 
defined as a sign, device, or mark 


term may be 


by which the articles produced or 





DEFINITIONS—PATENT, 


TRADEMARK, DESIGN 


dealt in by a particular person 
or organization are distinguishable 
from those produced or dealt in by 
others. A trademark is property in a 
qualified sense in that it cannot 
exist as a mere abstract right, inde- 
pendent of the business in which it 
is used. Consequently it may not be 
assigned or licensed in itself, but 
only with the goodwill of a business. 
The term “design” may be used 
to indicate a new, original, or orna- 
mental design which may be regis- 
tered as a patent. It may also mean 
a design of artistic value enjoying 
protection as a copyright. Finally, 
with certain restrictions, it may have 
the status of a trademark. There is 
no provision in the U. S. for the 
registration of designs as such. 








tion, sale or use by the transferee or are 
periodically payable over a period gen- 
erally coterminous with the transferee’s 
use of the patent, the transaction was 
a license giving rise to ordinary income.4 
Nevertheless, the courts consistently held 
against the Treasury if the test was met 
with the exception of one case which in- 
volved the taxation of non-resident 
aliens.5 

[Technical Information Release No. 
81, promulgated June 27, 1958, modifies 
the previous position of the Treasury 
and takes a position in line with the 
courts. The IRS announces that it will 
no longer take the position that “the 
mere retention of an interest resembling 
a royalty by the assignor or transferor of 
a patent in and of itself prevents capital- 
gain treatment.” In line with the deci- 
sion of the Tax Court in Coplan, 28 TC 
1189, the IRS acquiesces in the position 
that capital-gain treatment is not pre- 
cluded if the assignment or transfer 
“does not come within the purview of 
Section 1235 of the 1954 Code or of Sec- 
tion 117(q) of the 1939 Code.” It seems 
safe to predict that this change of heart 
on the part of the Commissioner may 


the newer conventions, the Senate repeatedly re- 
fused to ratify provisions exempting capital gain 
of residents of the treaty countries, the three 
older conventions do contain such provisions. 
The curious result is that, since these conven- 
tions were in force on the date of the enactment 
of the 1954 Code, they override the new provision 
in Section 871(a)(1). This seems to follow from 
Section 7852(d) of the new Code. 

7 East Coast Oil Co., 85 F.2d 322; G.C.M. 25131, 
1947-2 C.B. 85. 

5 The life of a U. S. copyright is 28 years from 
the date of first publication, but it may be re- 
newed for a further term of 28 years. 


affect the status of alien 
well.—Ed.] 

Section 1235 of the 1954 Code abolish- 
ed the distinction between amateur and 


inventors as 


professional inventors and also elimi- 
nated the six months holding period by 
providing that a transfer of all sub- 
stantial rights to a patent or of an un- 
divided interest in all such rights by 
any “holder” of a patent shall always 
as resulting in 
capital gain regardless of whether the 


be treated long-term 
payments in consideration of such trans- 
fer are (1) payable periodically over a 
period generally coterminous with the 
transferee’s use of the patent, or (2) con- 
tingent on the productivity, use, or dis- 
position of the rights transferred. Under 
the statutory definition, “holder” means 
either the individual inventor or an in- 
dividual who has acquired his interest 
for a monetary consideration prior to 
actual reduction to practice of the in- 
vention, excepting, however, the em- 
ployer of the inventor or an individual 
related to him. Thus, a corporation or 
any entity other than an individual may 
never qualify as a “holder.” 

All cases in which interests in a patent 
are transferred by a person not quali- 
fying as a holder are outside of the scope 
of the new provision and are governed 
by the old rules. In such cases, which in- 
clude all transfers of a patent by a 
corporation, the confusing distinction 
between amateur and professional in- 
ventors will continue to apply and the 
Treasury will continue to deny capital 
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gain treatment where payments received 
on a sale of a patent are payable peri- 
odically or are contingent on productiv- 
ity, sale or use of the patent. 


Inequity in 1954 Code 


While the 1954 Code accords more 
favorable tax treatment to the U. S. in- 
ventor or individual investor who pur- 
chased his interest in a patent prior to 
actual reduction to practice of the in- 
vention, it provides for a harsher treat- 
ment of such inventor or individual in- 
vestor who is a non-resident alien not 
engaged in trade or business in the U. S. 
It subjects all amounts received by the 
latter from the transfer of a patent to a 
tax of 30% collected by withholding, 
as if they were “fixed or determinable 
annual or periodical” income, even 
where such transfer qualifies as a sale 
of a patent and thus would have re- 
sulted in non-taxable gain before the 
1954 Code. This seems arbitrary as simi- 
lar gains from the sale of patents by 
other owners, such as all corporate 
owners, the inventor’s employer or rela- 
tives, or persons who have purchased the 
patent after the actual reduction to prac- 
tice of the invention, are not affected by 
the new provisions and, therefore, are 
exempt from tax. 

While U. S. income tax conventions 
provide ior the tax exemption of royal- 
ties received from sources within the 
U. S. by residents of treaty countries not 
having permanent U. S. establishments, 
the conventions do not have provisions 
dealing specifically with payments re- 
ceived in consideration of transfers of 
patents under Section 1235. Where there 
has been a sale of the patent, such pay- 
ments are not “royalties” in the true 
sense of the word and thus are not 
covered by the tax exemption of royal- 
ties if such exemption is strictly inter- 
preted.® If the situation is not remedied 
by domestic legislation, it will require 
at least clarification and possibly the 
negotiation of supplementary protocols 
to the conventions. 

The fact that the tax must be with- 
held by the payor has further undesir- 
able effects. Since the payor usually does 
not know what part of the payment con- 
stitutes recognized gain, he will in most 
cases withhold 30% of the entire pay- 
ment although part of such payment 
may be allocable to cost, or may in part 
represent income from sources without 
the U. S. in cases where the invention 
was created in a foreign country. This 
will place the person receiving such in- 
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come in a position where he must file a 
claim for refund of ‘tax to recover 
amounts withheld in excess of the actual 
tax liability. 

It would seem that Sections 871(a) 
and 1441(a) should be amended so that 
gains from sales of patents by foreign 
inventors and individual investors should 
be free of tax, as in the case of sales 
of patents by other foreign owners. 
There is no valid reason why such gains 
should be treated as “fixed or determin- 
able annual or periodical” and not as 
any other gains from the sale of per- 
sonal property. 


Alien’s income from patents 


These difficulties under the 1954 Code 
concern the non-resident alien not en- 
gaged in trade or business in the U. S. 
If the non-resident alien inventor or 
other “holder” of the patent is engaged 
in trade or business in the U. S., he is 
entitled to the capital-gain treatment. If 
a patent is sold by the original inventor 
who created the invention in a foreign 
country, the gain on the sale should be 
allocated partly to sources within the 
U. S. and partly to foreign sources. In 
such a case the tax may attach only to 
the portion of the income which is 
deemed derived from sources within the 
0, ae 

The tax liability of non-resident aliens 
not engaged in trade or business in the 
U. S. and non-resident foreign corpora- 
tions receiving income from patents may 
be summarized as follows: 

Royalties from licensing U. S. patents 
are income from sources within the U. S. 
and subject to the tax of 30% collected 
by withholding. However, royalties for a 
license granted to a U. S. manufacture1 
under a foreign patent are “for the use 
of or for the privilege of using” such 
patent without the U. S. and are thus 
income from sources without the U. S. 
and not taxable. 

Income from a transfer of a patent 
qualifying as a “sale or exchange” by a 
non-resident foreign corporation is free 
from tax. If the sale is made by an in- 
dividual owner of a patent, the income 
is tax free only if the transfer is outside 
the scope of Section 1235. 

It should be mentioned that income 
tax conventions concluded by the U. S. 
with the majority of European and 
sritish commonwealth countries provide 
for a tax exemption of royalties re- 
ceived by residents of the treaty coun- 
tries not having permanent establish- 
ments in the U. S. The treaties do not 


provide for the tax exemption of pro- 
ceeds from sales of patents as such pro- 
ceeds (as noted above) were not taxable 
under the 1939 Code. However, under 
the 1954 Code, such payments may be 
taxed if the transaction is within the 
scope of Section 1235. It would seem that 
the tax exemption of royalties in the 
conventions should be applicable to the 
latter payments, but it is conceivable 
that the Treasury might take a different 
view. 

A novel approach to this problem may 
be feasible. A non-resident alien inven- 
tor is subject to tax only on income from 
sources within the U. S. However, in- 
come from the sale of personal property 
is from sources within the U. S. only if 
the sale takes place in the U. S. The 
rule applied by both courts and Treas- 
ury at present for ascertaining the place 
of the sale is that a sale is made where 
the title to the property sold passes from 
the seller to the buyer.* The law ex- 
pressly provides that patents have the 
attributes of personal property. Since 
the recording of the new owner with the 
Patent Office is not a prerequisite of the 
passage of title, it would seem that it is 
possible to complete the sale of a U. S. 
patent in a foreign country so that title 
would pass there, giving rise to income 
from sources without the U. S. However, 
the question has not as yet undergone 
any court test. Naturally, a sale of a 
foreign patent without the U. S. would 
not give rise to income taxable here 


under any circumstances. 


Trademarks 


Crademarks are regarded as having an 
indefinite life and, therefore, not de- 
preciable, so that they ordinarily come 
within the statutory classification of a 
“capital asset.” Consequently, when 
there is a sale of a trademark held by the 
seller for more than six months, the 
gain from such sale is treated as long- 
term capital gain taxable at the maxi- 
mum rate of 25%. Similarly, as in the 
case of patents, there must be a transfer 
of all rights in the trademark if the 
transaction is to be recognized as a 
sale. However, a trademark may be 
divided, according to the usage of the 
market in which trademarks move, into 
separately salable fractions. Thus, a 
transfer of all rights in a trademark 
within specified geographic limitations is 
recognized as a sale for tax purposes. 
When there is a licensing of a trade- 
mark, the royalties are always taxable as 


ordinary income. 
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When royalties are received by non- 
resident aliens not engaged in trade or 
business in the U. S. or nonresident for- 


{ 


gn corporations, they are subject to a 
tax of 30% which is collected by with- 
holding. However, numerous U. S. tax 
conventions provide for a tax exemption 
of royalties. 

Gain from the sale of a trademark is 
not deemed fixed or determinable an- 
nual or periodical income and is not 
taxable when realized by a non-resident 
foreign corporation. However, a non- 
resident alien not engaged in trade or 
business in the U. S. is free from tax on 
the gain from a sale of a trademark only 
if he was not present in the U. S. when 


such sale was effected. If he was present, 


ie is subject to the tax of 30% on such 
gain. Naturally, if the sale takes place, 
that is, title passes to the purchaser with- 
out the U. S., the income is deemed 
derived from sources without the U. S. 
and is not taxable. 

Whether the sale of a design results in 
capital gain or ordinary income depends 
on the status of the design. If it is a 
patent or a trademark, the considera- 
tions applicable to patents or trademarks 
generally will govern. However, if it is 
1 copyright, it is excluded by statute 
from capital-gain treatment. The exclu- 
sion does not apply to a purchaser of a 
copyright from the creator so that a sub- 
sequent sale may result in capital gain 
where such design copyright was held 
lor investment purposes, or as “property 
used in the trade or business” and not 
held “primarily for sale to customers.” 
Copyrights may be depreciated over 
their life.§ 

Royalties under a license are always 
taxed as ordinary income and are sub- 
ject to the tax of 30% when received by 
non-resident aliens not engaged in trade 
or business in the U. S. or non-resident 
foreign corporations. The identical con- 
siderations as apply in the case of 
patents and trademarks will also apply 
when designs having the status of 
patents or trademarks are sold by such 
non-resident aliens or foreign corpora- 
tions. Gain from a sale of a design copy- 
right by such persons is not taxable as 


a rule. 


New pamphlets on taxes 
in France, Luxembourg 
Wa ter H. D1amonp has added another 
aid to the “foreign tax’”’ man, Digest of 
French Taxes and Business Organiza- 
tion, a 99-page pamphlet just published 


by Matthew Bender & Co., Inc. Intended 
to present information relating to or- 
ganizing a France, the 
pamphlet is primarily devoted to French 
taxation, but it also includes a descrip- 
tion of the kinds of business organiza- 
tions, together with a brief summary of 
labor and patent-trademark law. 

“Accelerated by the creation of the 


business in 


European consumer market, interest has 
focused again on France as an object 
of United States investment, reflecting 
approximately 1,200 companies with sub- 
sidiaries, branches or offices in France. 
Mr. Diamond contradicts the wide- 
spread conception that the average 
Frenchman does not pay his 
pointing out that 
higher proportion of national income 
than ours or that of any of the NATO 
powers other than the United Kingdom. 


However, some insight into the French 


taxes, 
taxes represent a 
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personality may be gleaned from the 
fact that one of the penalties added in 
1952 to combat tax evasion was the 
withdrawal of the offender’s driving 


license. 
Holding Companies in the Grand 
Duchy of Luxembourg is a_ 16-page 


pamphlet distributed by the Banque 
Central, 26, Liberté, 
Luxembourg, which describes the ad- 


Avenue de la 


vantages of a corporation organized 
under Luxembourg law solely for the 
purpose of holding stock in other com- 
panies. Boasting of over 1,100 holding 
companies in 1938 plus a substantial in- 
crease since 1946, the pamphlet points 
to the tax advantages — no Luxembourg 
tax to the holding company or on divi- 
dends or interest paid by it. The only 
cost is an annual charge of 0.16% of the 
actual value of its issued stock and 
bonds. wv 


New foreign decisions this month 





Computation of interest on assessment 
based on refund of foreign tax. The IRS 
explains the Code section denying the 
Government the right to charge interest 
on assessment of U. S. tax due to a re- 
duction of the foreign tax credit be- 
cause of a refund of that foreign tax. 
Interest is waived for the period prior to 
the refund and then only if the foreign 
government allowed no interest. Rev. 
Rul. 58-244. 


Ownership and leasing of property is 
not trade or business. Taxpayer, a 
United Kingdom resident citizen, owned 
one parcel of real estate in the U. S. 
which was leased in its entirety to one 
tenant. During the taxable years, her 
only activities in addition to the receipt 
of rentals were the payments for taxes, 
mortgage principal, interest, insurance 
premiums and minor repairs. The court 
holds that she is “not engaged in trade 
or business in the U. S.” within the 
meaning of the U.S.-U.K. income tax 
convention and, therefore, qualifies for 
the reduced tax rate on rentals provided 
therein. Herbert, 30 TC No. 3. 


Canadian corporation not liable for 
U. §. tax Cyrus 
Eaton and William Daley, both em- 
ployees of Otis & Co., the U. S. invest- 
ment banking firm, were the spark plugs 
in the development of the Canadian 


[Non-acquiescence]. 


mine Steep Rock. Their financial in- 
terest was their ownership of taxpayer 


here, created to act as sales agent for 
Steep Rock and as part of the arrange- 
ment it bought a substantial block of 
Steep Rock at one cent a share. The 
Commissioner asserted that this was a 
bargain purchase, that the stock was 
really worth $1.67 a share and the differ- 
ence, about $2,400,000, was either in- 
come of the individuals Eaton and 
Daley, or the income of the taxpayer- 
corporation which was subject to U. S. 
tax because taxpayer did business in the 
U. S. The taxes assessed for this and 
income in other years amounted to over 
$2,500,000 on the 
some $500,000 penalties). On the indi- 


corporation (plus 


viduals the tax amounted to about 
$500,000. Taxpayer had a mailing ad- 
dress in Ohio but no assets, books, 
officers, directors, employees, or other 
agents authorized to do business for 
it in the U. S. The court held tax- 
payer did not engage in trade or busi- 
ness nor did it create a “permanent 
establishment” here. Accordingly, pur- 
suant to the Canadian tax treaty, it 
is immune from U. S. tax on industrial 
or commercial profits. Consolidated Pre- 
mium Iron Ores, Ltd., 28 TC 127, non- 


acq. IRB 1958-17. 


Patrimony tax not income tax for for- 
eign credit. The Colombian patrimony 
tax is levied on the “productive ca- 
pacity” of a business whether or not 
income is earned. In the Columbian tax- 
ing system it is an integral part of the 
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income tax scheme, but it does not fol- 
low, the court holds, that it falls within 
the criteria of an income tax for pur- 
poses of the foreign tax credit. Abbot 
Laboratories International Co., DC IIl., 
3/26/58. 

No credit for foreign taxes of sub- 
sidiary. Under Argentine and Colombian 
law a foreign parent is legally liable for 
the taxes of its subsidiary. Taxpayer’s 
subsidiaries in these countries actually 
paid the taxes. There were no dividends 
from these subsidiaries to taxpayer, but 
taxpayer claims these taxes were a con- 
structive dividend and correspondingly 
it should be allowed a foreign tax credit 
for them. The court holds, however, that 
the foreign tax credit can be taken only 
when taxpayer receives a dividend dis- 
tribution accumulated earn- 
ings. Further, the court holds the taxes 


from the 
may not be taken as a deduction since 
these are taxes imposed on a shareholder 
and paid by the corporation and the 
deduction 
to the paying corporation. In this case 


Code specifically limits the 
the deduction is wasted because the pay- 
ing corporation is foreign. Abbot Lab- 
Co., DC IIL, 


oratories International 


3/26/58. 


Foreign tax refund converted at rate at 
receipt. If a taxpayer receives a refund 
of foreign income tax for which he has 
claimed credit against U. S. tax, the 
U. S. tax for the year of credit is re- 
computed. In making the recomputa- 
tion, conversion of the refund to dollars 
should be done at the rate of exchange 
prevailing at the date of the refund, not 
the rate at the date of payment of the 
foreign tax. Rev. Rul. 58-237. 


Samoa is a U. S. “agency”; not a U. S. 
“possession.” A U. S. citizen employed 
by the territorial government of Ameri- 
can Samoa cannot exclude his earnings 
as “derived from sources within a pos- 
the U. S.” The court holds 
Samoa to be a U. S. 


session of 
“agency,” and 
amounts received for services performed 
for that government are for services per- 
formed as ‘an employee of the U. S. or 
any agency thereof,” and, therefore, ful- 
ly taxable. Davis, 30 TC No. 42. 


Private steamship held U. S. agent; sea- 
men’s wages abroad taxable. The Code 
provides that income earned by a U. S. 
citizen who is present in a foreign coun- 
try or countries for at least 17 months 
out of 18 consecutive months shall be ex- 
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cluded from gross income. This exclu- 
sionary provision, however, does not ex- 
tend to “amounts paid by the U. S. or 
any agency thereof.” The court holds 
payments made to a U. S. seaman aboard 
a ship operated by a private line as 
agent for the U. S. in conducting a shut- 
tle service between Japan and Korea 
constitutes payment “made by the U. S. 
or any agency thereof” even though the 
individual is not, strictly speaking, an 
employee of the U. S. Teskey, 30 TC 
No. 41. 


U. S. brick mason working in Iran not a 
bona fide resident of that country. Tax- 
payer, a supervising brick mason, worked 
on construction projects in Iran while 
his wife and children remained in this 
country. He is held not to qualify as a 
bona fide resident of Iran for purposes 
of the foreign earnings exclusion. Tax- 
payer’s presence in Iran was limited in 
time in both his visa and residence per- 
lived in 
barracks occupied exclusively by U. S. 
employees and made little contact with 
Iranians. The only evidence in his favor, 


mits, and while in Iran, he 


the fact that Iranian taxes were paid 
on his behalf by his employer, is not 
deemed by the court to be of great 


significance. McCurnin, 30 TC No. 14. 


Lump-sum employee trust distribution 
to Canadian exempt as capital gain, 
but taxable to Australian. A lump-sum 
distribution from a qualified employee 
trust paid to a non-resident alien em- 
ployee residing in Canada on account 
of his death or other separation from 


service is exempt from tax under the 
treaty provisions exempting capital 
gains, and not (as previously ruled) 
under the provisions exempting pen- 
sion and life Rev. Rul. 58- 
247. A similar distribution paid to a 
non-resident alien individual residing in 
Australia would not be exempt since 


annuities. 


the treaty with that country contains no 
provision for the exemption of capital 
gains. Rev. Rul. 58-248. 


Presence abroad begins when plane 
crosses border. An American employee 
traveling abroad by aircraft who passes 
over the foreign country before midnight 
of the day of his departure can start 
counting the 510-full-day requirement of 
presence in a foreign country for pur- 
poses of excluding earnings abroad the 
day following the day of his departure. 
Rev. Rul. 58-233. 


Ancillary here won't bring alien’s estate 
into U. S. tax. Non-resident aliens not 
engaged in trade or business in the U. S. 
are in general not taxed on capital gains 
realized here. However, if the alien is 
present in the U. S. for specified periods 
of time, capital gains are taxed. The IRS 
rules that the mere fact that the estate 
of a non-resident alien is represented by 
an ancillary or domiciliary representa- 
tive will not subject gains on the sale of 
U. S. corporate stock by the estate to 
capital gains tax. The appointment of 
an ancillary administrator is required to 
handle local assets of the estate and does 
not create a new taxable entity. Rev. 
Rul. 58-232. 


New miscellaneous decisions this month 





Government cannot recover refund er- 
roneously made after statute of limita- 
tions. Taxpayer submitted a refund claim 
based on a net operating loss carryover 
after the statute of limitations had run. 
The Government erroneously paid the 
refund and now brings this action to 
The court 
misses the action. The statute of limita- 


recover the payment. dis- 
tions is available only as a defense. It 
cannot be used affirmatively to recover 
money. Mathews, Inc., DC Fla., 2/27/58. 


Voluntary payments to widow were gifts. 
Taxpayer’s husband was chairman of 
the board of a corporation. [The opinion 
does not disclose his stock holdings, but 
apparently the family controlled the 
corporation.—Ed.] After his death the 


corporation voluntarily resolved to pay 
taxpayer $6,000 a year for two years. 
Finding that taxpayer had never per- 
formed services for the corporation, and 
in fact had never even visited its plant 
and offices, the court concludes the pay- 
ments were a non-taxable gift. Neuhoff, 
DC Fia., 3/13/58. 


Capital gain of short-term trust taxed 
to grantor. Taxpayer created a trust for 
10 years and six months, income to her 
daughter for that period and the corpus 
to return to her at its end. While the 
ordinary income is taxable to the daugh- 
ter, the IRS rules that capital gains, 
which under state law are added to 
corpus, are taxed to the grantor as in- 
come for him. Rev. Rul. 58-242. 
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NEW DEVELOPMENTS IN 


_ Payroll taxes 


EDITED BY PETER G. DIRR 





Advantages of simplified wage reporting: 


employer and government costs cut 


by T. G. REDMAN 


Streamlining of onerous paper work required in reporting withholding tax and 


social security has long been regarded as desirable. Despite endorsement in the 


most influential quarters, legislative action in this area is long overdue. Mr. Redman, 


Comptroller of Swift & Company, presents here a summary of the arguments in its 


favor. This article is adapted by permission from a longer discussion which appeared 


in the Controller for April 1958. 


A BILL FOR streamlining wage-report- 
ing procedures for payroll tax pur- 
poses was introduced in the 84th and 
the first session of the 85th Congress. It 
has had some powerful endorsers in ad- 
dition to the President—the IRS, the 
Social Security Administration and the 
Hoover Commission Task Force on 
Paper Work Management. 

[he measure proposed that the em- 
ployer would continue to file quarterly 
the simple and uncomplicated summary 
figures required on Form 941 and pay 
the tax due either through monthly 
deposits or at the time Form 941 is filed. 
However, instead of preparing wage 
listings quarterly on Schedule A, he 
would be required to submit only a 
“Withholding Tax Statement” for each 
employee at the end of the vear. 

Employers’ W-2’s would be matched 
mechanically with employees’ reports for 
income tax purposes and wage credits 
posted at the same time to the em- 
ployees’ accounts for social security 
records. 

Employers currently file four times a 
year an “Employer’s Quarterly Federal 
fax Return,” Form 941. This would be 
continued, but Schedule A, now filed 
with the 941, would be abolished. Sched- 
ule A shows each employee’s name, so- 
cial security number and wages earned 
during the quarter up to an aggregate 
of $4,200 for the year. During the fiscal 
year ended last June 30, some 247,457,- 
000 such items were listed by the more 
than four million employers subject to 
the Federal Insurance Contributions 


Act. Earnings reported are used by the 
Social Security Administration to com- 
pute the employee’s old-age insurance 
benefit or survivor benefits payable to 
members of his family. 

In addition, employers file annually 
a “Withholding Tax Statement,” form 
W-2, which to a considerable extent 
duplicates the information already re- 
ported quarterly. 

Using the “Withholding Tax State- 
ment” for social security as well as in- 
come tax purposes would obviously re- 
duce the paper-work burden consider- 
ably. The amount of the saving would 
depend in part on the actions taken in 
connection with state unemployment in- 
surance programs, many of which now 
also require quarterly reports of in- 
dividual earnings. A large proportion of 
these states now accept carbon copies of 
the Schedule A. However, in twelve 
states: Colorado, Hawaii, Massachusetts, 
Michigan, Nebraska, New Jersey, New 
York, Ohio, Rhode Island, Utah, Wash- 
ington and Wisconsin, which have ap- 
proximately 3714% of covered employ- 
ment, wage details are now prepared only 
for the Social Security Administration, 
since the unemployment insurance laws 
do not require payroll detail to be report- 
ed routinely each quarter. In these states, 
the proposed Federal legislation would 
immediately reduce the wage-reporting 
burden to a minimum. In the remaining 
states, relief would be only partial, since 
quarterly reports would still be required 
for unemployment compensation pur- 
poses. It is inevitable that, should the 
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Social Security Administration require 
only annual wage details, some or all of 
the states will amend their laws or regu- 
lations accordingly, either adopting rou- 
tine annual reporting or developing pro- 
cedures for “separation reporting,”’ 
which requires information on an indi- 
vidual worker's earnings only when he is 
separated from the payroll. 

There are other advantages to the pro- 
posed changes in the Social Security Act. 
Under the present law, many employers 
find it necessary to make the third 
month’s payment of each quarter 
through use of depository receipts. This 
is because the volume of work involved 
in assembling the pages of wage details 
(Schedule A) makes it inexpedient to 
file the quarterly return by the normal 
date due. The proposed amendments 
would make it possible to make the third 
month payments direct to the IRS. 

In addition to the direct savings to the 
employer, there is a considerable area of 
indirect savings through two basic im- 
provements: 

1. Increased economy and efficiency 
by the Government. The Social Security 
247,457,000 
quarterly wage items in fiscal year ended 
June 30, 1957, and estimates that the 
number will total 268,820,000 in the cor- 
responding 1958 period. It is estimated 
that the enactment of the proposed legis- 


Administration received 


lation would reduce the number of wage 
items processed by the Social Security 


o* 
The theoretical savings of 75% would 


Administration by approximately 509% 


not be obtained since some employees 
work for more than one employer during 
the year. 

2. Increase in tax collections. Tax 
collection will be increased by the pro- 
posed legislation because prompt me- 
chanical matching of employer and em- 
ployee W-2’s will tend to eliminate losses 
from various types of improper proce- 
dures and cases of actual fraud. 


More speed and accuracy 


Under the existing system, matching 
has been incomplete and has been per- 
formed manually. It is accomplished in 
three steps: (1) The withheld taxes re- 
ported on Copy A, “For District Direc- 
tor,” of the W-2 and submitted by the 
employer are totaled and compared with 
total taxes on his quarterly returns; (2) 
the employee’s Form W-2, Copy B, is 
compared with his individual income 
tax return; and (3) Copy A, submitted 
by the employer, is then compared with 
Copy B, submitted by the employee. 


- 
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Under this system, it is difficult to iden- 
tify the more serious problems in the 
mass of unmatched cases. 

Under the system proposed for use 
with annual reporting of wages, mechan- 
ical matching by the Social Security Ad- 
ministration will result in more com- 
plete and more prompt matching and 
also provide a basis from which other 
mechanical operations necessary for the 
posting of Social Security accounts can 


be conducted. 


Social security information 
kept confidential 

THE BuREAU OF OLD-AGE and Survivors 
Insurance is required by law to keep 
confidential all Social Security records. 
No information in these records can be 
distributed without written permission 
involved. There are, 


of the individual 


however, instances where the Bureau 


will disclose such confidential informa- 
tion, and in April of this year the ad- 
bulletin in this 


ministration issued a 


regard, part of which is reproduced 
below: 

“This policy of not giving out the in- 
formation gathered from workers and 
their employers was adopted soon after 
the social security program was started. 
It was felt that people would be inclined 
to give more correct and complete in- 
formation for social security purposes if 
that the 


they gave would be kept confidential. 


they had the assurance facts 

“There are only a very few types of 
cases in which social security regulations 
will permit information in the records 
to be given out, and then only to au- 
thorized persons. As an example, identi- 
fying information can be released to 


authorized police or hospital officials 
who are trying to identify a dead body; 
or to the FBI, in connection with the 
investigation of espionage or sabotage if 
Washington officials of that agency have 
certified in writing that the information 
requested is required in an investigation 
of major importance. 

“But generally speaking, unless neces- 
sary to the administration of the social 
security program or closely related pro- 
grams, or unless the national security is 
involved, the information about you in 
social security records can’t be given 
without your say-so. 

“The Bureau’s pledge of confidence 
protects your right to privacy. It also 
saves social security tax dollars. Looking 
up information in social security records 


and writing letters giving that informa- 
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tion would cost money, and the Bureau 
is understandably cautious about taking 
on activities not directly related to its 
program. 

“In 1945, the Bureau inaugurated a 
carefully procedure under 
which it may forward a letter to a miss- 


restricted 
account number 
holder if the Bureau has a current ad- 
dress for him and if there is a humani- 


ing social security 


tarian or substantial monetary considera- 
tion involved. The Bureau charges the 
sender a fee of $3.00 for forwarding a 
letter informing a missing person of a 
substantial monetary consideration. 

“Many, many requests for this for- 
warding service have to be turned down 
because the reasons they give are not 
‘humanitarian’ by the Bureau’s stand- 
ards, or because they do not involve any 
considerable amount of money for the 
missing person. 

“Some are turned down because the 
missing person can already be assumed 
to know the facts or that the money in 
question is due him. Other requests must 
be refused because the Bureau does not 
have a recent address for the person 
sought. Of the letters forwarded, about 
20%, are returned by the Post Office as 
undeliverable. Where a letter is returned 
unopened, the sender is not notified. 

“The 
sent in for possible forwarding be in 


Bureau insists that all letters 
unsealed envelopes. In making this re- 
quirement, they are not being curious. 
Some years ago a landlady wrote in stat- 
ing that she wanted to get in touch with 
a former tenant about a trunk of valu- 
had left After her 
sealed letter forwarded, the 


ables he with her. 


had been 
Bureau received a frantic long-distance 
telephone call from the tenant. He said 
he hadn’t left anything of value with the 
landlady—just a worthless promise to 
marry her, exacted, he said, in lieu of 
his payment of back rent. He wanted to 
be sure that he would not be returned 
to her clutches. For the protection of 
others who may want to remain missing 
for better reasons than avoiding payment 
of their debts, the Bureau now reads the 
letters to be forwarded before sending 
them on.” 


Oregon had no authority 
to borrow $14 million 


IN THE JUNE issue of the JOURNAL OF 
TAXATION it was reported that Oregon's 


Governor Holmes was in the process of 
borrowing $14 million from the Federal 
Government in order to replenish the 


Oregon Unemployment Fund. This ad- 
ditional $14 million was sufficient to 
have Oregon employers continue to pay 
unemployment contributions at earned 
experience rates rather than at a uni- 
form rate of 2.7%. 

The chairman of the Oregon Unem- 
ployment Compensation 
Mrs. Cecelia P. recently an- 
nounced that Oregon’s Attorney General 
ruled that the state had no authority to 
borrow the $14 million from the Fed- 
eral 


Commission, 
Galey, 


Government. General 
Robert Thornton indicated that, with- 


out the proper enabling legislation, the 


Attorney 


state had no right to borrow the funds 
and the not have the 


authority to deposit the loan in the un- 


treasurer does 


employment fund, nor to make dis- 
bursements of the borrowed monies. 

If this ruling is allowed to stand, and 
no court action is taken on the matter, 
April 1, 


1958, will be liable for unemployment 


Oregon employers, effective 


contributions at the 2.7% rate. 


Experience rating benefits 
small employers 


THE suBjEcT of reduced unemployment 


insurance contribution rates (merit 
rates) to employers with stable employ- 
ment has long been a controversial one. 
In theory, most state laws afford lower 
rates to those businesses which stabilize 
employment and cause little drain on 
the state fund. Firms which cause or are 
susceptible to substantial employee turn- 
over are invariably assigned higher con- 
tribution rates. 

The contention is frequently made 
that experience rating helps only the 
giants of industry at the expense of small 
business. Various studies have been 
made which refute this theory. A most 
interesting analysis was recently made 
by the Division of Research and Statis- 
tics of the California Department of 
Employment, entitled “Characteristics 
of Employer Accounts Which Are Taxed 
at the Zero Rate.” This study covered 
the years 1953 through 1957. We quote 
from the findings: 

“Accounts with zero tax rates tend 
to be smaller than the other rated ac- 
counts. About three-quarters of the zero- 
rated accounts have taxable payrolls of 
$10,000. 1953 to 1956 


there was a substantial contraction in 


less than From 


the average size of the zero-rated ac- 
counts. This drop reflected changes in 
the tax rates of a few large accounts. 


There were 76 accounts with taxable 








Wa 


ta) 


th 
19 


ch 


to 
an 
co 
la 
ta 
th 
pl 


avy 
m 
in 


of 


ac 

sh 
th 
ze 


hi 


C 


© 


Pp 
p! 
m 
th 








ad- 
to 
pay 
ned 
uni- 


em- 
ion, 
an- 
eral 
y to 
Fed- 
eral 
vith 
the 
inds 
the 
un- 
dis- 
bs 
and 
tter, 
a 


nent 


nent 
nerit 
yloy- 
one. 
wel 
ilize 
1 on 

are 
urn- 


con- 


nade 

the 
mall 
been 
most 
nade 
tatis- 
t of 
istics 
axed 
ered 


juote 


tend 
l at 
zero- 
ls of 
1956 


unts 


<able 





wages of $1,000,000 or more who were 
taxed at the zero rate during 1953, but 
by 1956 this number had declined to 29, 
a drop of 62%. In 1953, accounts with a 
zero tax rate accounted for 15.3% of the 
taxable wages of all rated accounts; this 
proportion declined to a little more than 
7% in 1955 and remained at about that 
level for three successive years. The 
average taxable payroll of zero-rated ac- 
counts was $17,093 in 1956 compared 
with $30,230 in 1953. 

“The number of accounts taxed at 
the zero rate increased from 1956 to 
1957. This increase brought only a small 
change in the average taxable wages of 
zero-rated accounts—the accounts added 
to the zero-rated group were predomin- 
antly small accounts. The smaller ac- 
counts have distinct advantages over the 
larger accounts in obtaining and main- 
taining a zero rate, since it is easier for 
the small employer to stabilize his em- 
ployment and his taxable payroll. 

“The zero-rate accounts are, on the 
average, the smaller accounts. More and 
more of the smaller accounts are falling 
into this group. In 1954, the average size 
of the zero-rated account, $25,100, was 
a little more than half that of all rated 
accounts, $47,800. By 1956, this relation- 
ship had dropped to slightly above one- 
third, the average taxable payroll of the 
zero-rated accounts having dropped to 
$17,100 and that of all rated accounts 
having risen to $49,400.” 


Connecticut, Congress 
extend jobless benefits 


[THe Connecticut Unemployment Com- 
pensation Act was recently amended to 
provide for an extension of unemploy- 
ment benefits to claimants exhausting 
their basic benefits under the Con- 
necticut Compensation Law. Under the 
law as amended, the unemployed indi- 
vidual would receive up to 13 weeks of 
additional benefits provided he is not 
entitled to receive any old-age insurance 
benefits under the provisions of the 
Social Security Act. 

Chis amendment became effective on 
April 16, 1958, and expires July 4, 1959, 
or when similar legislation is enacted by 
Congress, whichever is sooner. It is in- 
teresting to note at the time of writing 
this article that the House of Repre- 
sentatives passed a temporary Unemploy- 
ment Insurance Bill (H.R. 12065), which 
provides for the payment of additional 
benefits to individuals who have ex- 


hausted their state unemployment in- 


surance benefits.. These additional bene- 
fits will be paid to individuals at the 
rate provided for in the various state 
laws for a period equal to 50% of the 
previous duration to which they were 
entitled under the state laws. Individuals 
who previously drew their full 26 weeks 
of benefits would thus be entitled to an 
additional 13 weeks under H.R. 12065. 
The House bill provides, however, 
that the amount payable to individuals 
will be reduced by the amount of any 
additional temporary unemployment 
benefits granted under the provisions of 
the state unemployment laws such as the 
one recently enacted in Connecticut. 


Arizona Employment Security 
Act changes 


EFFECTIVE July 1, 1958, the maximum 
weekly benefit amount payable under 
the Arizona Employment Security Law 
will be $35. The current maximum 
weekly benefit is $30. At the same time 
the minimum weekly benefit amount 
will be increased from $5 to $10. All in- 
dividuals who have a current benefit 
year on July 1, 1958 will have their 
weekly benefit amounts redetermined 
and benefits will be paid in accordance 
with the law as amended. 

Beginning with the calendar year 
1959, employers whose accounts reflect 
a reserve ratio percentage of at least 
12% will be assigned a new basic con- 
tribution rate of 0.25%, with the pos- 
sibility of an adjustment depending 
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upon total assets in the unemployment 
fund, resulting in a reduction of the 
basic rate to a minimum of 0.1%. Prior 
to this change in the law, the lowest 
basic rate was 0.5% with the possibility 
of a reduction to 0.25% depending upon 
the size of the unemployment fund. * 





New decisions 


Officer not in charge of funds; no pen- 
alty for failure to pay withheld taxes. 
Plaintiff was vice-president and a direc- 
tor of a motel corporation. The court 
states merely it was not his duty to 
remit withholding taxes to the Govern- 
ment and that he did not have manage- 
ment and control of the funds. Accord- 
ingly, he was not an officer responsible 
for the tax and not liable for the 100% 
penalty for failure of the corporation to 
pay the taxes over to the Government. 
Sperry, DC Fla., 5/5/58. 


Penalty imposed for failure to pay over 
withheld taxes. Defendant was the presi- 
dent of a corporation which failed to 
pay over tax withheld from its em- 
ployees. Without stating any of the 
underlying facts, the court finds he was 
the officer responsible for the tax and 
that his failure to pay was willful. The 
100%, penalty is therefore imposed. [De- 
fendant apparently challenged the con- 
stitutionality of the penalty on un- 
disclosed grounds. —Ed.] Bloom, DC 
Calif., 4/23/58. 





Direct disposal expenses reduce capital 
gain on coal and timber. Expenditures 
which are directly attributable to the 
disposal of coal or timber subject to the 
provisions of 1939 Code Section 117(k)(2) 
reduce the “amount received” for the 


purpose of computing gain or loss from 
such disposal. Rev. Rul. 58-266. 


Depletion allowed on mining of dredged 
deposits. In 1918, when the Houston 
Ship Channel was dredged, a quantity of 
clay was deposited alongside the channel. 
Taxpayer mined this clay and the sand 
underneath it. The Commissioner con- 
tended that taxpayer is not eligible for a 
depletion allowance as the sand and 
clay were not natural deposits. The court 
holds for the taxpayer. By the time tax- 
payer started mining the sand and clay, 
they had become overburdened in the 


same manner as clay found naturally. 
Furthermore, the sand did not come 
from the ship channel, but was a natural 
deposit. The court also rules that tax- 
payer is entitled to compute its deple- 
tion on the value of burnt brick as that 
was the first commercially marketable 
product. Cordell, DC Tex., 5/27/58. 


Banks exclude FHA loans for bad debt 
reserves. Banks base their additions to 
bad debt reserves on their losses in 
prior years. In this computation of losses 
as a percentage of loans, Government 
insured loans are excluded. ‘The IRS 
rules that Title I FHA loans made after 
9/30/54 are considered Government in- 
sured to the extent of either 90% or the 
balance in the bank’s insurance reserve 
account maintained by the FHA, which- 
ever is the lesser. Rev. Ru!. 58-259. 
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Stern, Bess decisions show how to protect 


insurance proceeds from transferee liability 


Shee LONG-AWAITED Supreme Court de- 
cisions spotlight the importance of 
procedure in attaching transferee liabil- 
ity against the beneficiary of a delin- 
quent taxpayer's life insurance. And in 
the light of these decisions, the essential 
differences between transferee liability 
and tax liens are illuminated. The cases 
are Stern, U. S. No. 311, June 9, 1958, 
and Bess, U. S. Nos. 395 and 410, June 
9, 1958. 

The welcome effect of these decisions 
is that they bring a ray of light to a pre- 
viously clouded area of taxation. For it 
is now clear that transferee liability 
against a beneficiary of insurance pro- 
ceeds attaches in only two situations: (1) 
where state law makes the beneficiary 
responsible for the deceased insured’s 
unpaid taxes, or (2) where a valid lien 
has been perfected against the insured’s 
property during his lifetime. Analysis of 
the cases shows us how to protect life 
insurance proceeds when the insured is 
subject to the hazard of serious financial 
loss. 

The facts in the Stern and Bess cases 
are similar. The taxpayer in each case is 
the widow and beneficiary of life insur- 
ance owned by her deceased husband 
and each insured retained the right un- 
til death to change the beneficiary and 
draw down the cash surrender value. 
Both deceased husbands paid all the pre- 
miums without any intent to defraud 
creditors, and neither was insolvent 
prior to death. Both insureds died owing 
Federal income taxes for several years 
prior to their deaths. Both their estates 
proved insolvent, and in both cases the 
Government sought to hold the widow- 
beneficiaries of the life insurance pro- 
ceeds liable as transferees. 

But here is where the similarity ends, 
for the Government proceeded different- 
ly in each case. In the Stern case, it was 
not until nearly six years after Dr. 
Stern’s death that the Tax Court! deter- 
mined the decedent had been deficient 
in his income taxes, and the Commis- 


sioner proceeded under Section 311 of 
the 1939 Code.? In the Bess case, the 
Government discovered the deficiency 
and perfected liens during Mr. Bess’ life- 
time under Section 3670 of the 1939 
Code.3 

Result? In the Stern case, the Supreme 
Court by a six to three vote, ruled that 
Section 311 is purely a procedural statute 
affording a new procedure by which the 
Government may collect taxes, and, since 
Congress has not directed otherwise, the 
substantive liability must be determined 
by state law. Under Kentucky law, Mrs. 
Stern is not liable to any creditor, in- 
cluding the Government. 

In the Bess case, the Supreme Court 
by a seven to two vote, ruled that the 
Government had perfected a valid lien 
against the decedent’s property in his 
lifetime under Section 3670, that by state 
law decedent had no right to the insur- 
ance proceeds, but did have a property 
right in the cash surrender value, that a 
state exemption law cannot prevent the 
attachment of liens created by Federal 
statutes, and that in economic reality 
(though not in law) the insured’s cash 
surrender value (which by law disap- 
pears on his death) plus another amount 
constitutes the proceeds paid the bene- 
ficiary. Thus Mrs. Bess was liable as 
transferee to the extent that the lien at- 
tached to the cash surrender value. 


Prior conflicts clarified 


Before the Supreme Court's rulings in 
the Stern and Bess cases, there was con- 
siderable conflict between the circuit 
courts and the Tax Court, and even 
among the different circuit courts. The 
basic conflict had long been whether 
state law or decisional law 
should govern the transferee liability of 
a beneficiary of insurance proceeds on 
the life of a tax-delinquent deceased in- 


sured. The keen controversy between 


Federal 


state and Federal law was sharpened by 
the fact that state laws generally exempt 
life insurance proceeds from claims of 


creditors except in rare cases of intent 
to defraud. 

The Tax Court—now reversed—invari- 
ably held a widow receiving property 
from her husband’s estate liable as a 
transferee for Federal taxes due from 
the decedent, and characterized state 
laws which limit creditors, including the 
U. S., from following insurance proceeds 


into the hands of beneficiaries as “ex- 
emption” statues which cannot bind the 
Government. Christine D. Muller, 10 
T.C. 678 (1948); Sadie D. Leary, 18 TC 
139 (1952); Aura Grimes Bales, 22 TC 
355 (1954); Mary Stoumen et al., 27 TC 
1014 (1957). 

The circuit courts—now sustained— 
generally held life insurance proceeds 
not subject to transferee liability except 
for the cash surrender value which, how- 
ever, is exempt from the claims of credi- 
tors under state laws. Rowen, 215 F.2d 
641 (2nd Cir., 1954); Tyson, 212 F.2d 17 
(6th Cir., 1954); New, 217 F.2d 166 (7th 
Cir., 1954); Truax, 223 F.2d 229 (5th 
Cir., 1955). 

Even among the circuits there were 
some conflicts. An early Ninth Circuit 
case properly held decedent’s widow li- 
able as transferee where the insurance 
proceeds were first paid to the estate and 
then distributed to the heirs, but went 
on to add: “The rules of decisions laid 
down by the state courts with regard to 
rules of property, or statutes respecting 
the same, while generally controlling 
upon Federal courts, do not govern the 
interpretation of income tax laws.” 
Kieferdorf, 142 F.2d 723 (9th Cir., 1944). 
And the Third Circuit once squarely 
supported the Tax Court’s view, finding 
a widow liable as a transferee, and the 
exemption accorded life insurance by 
state law not applicable in enforcing the 
Federal liability. Pearlman, 153 F.2d 560 
(3rd Cir., 1946). 

Where the Government was asserting 
a lien, not just transferee liability, the 
Second Circuit ruled—properly, it is now 
apparent—that tax liens follow the cash 
surrender value into insurance proceeds 
in the hands of the beneficiary. Behrens, 
230 F.2d 504 (2nd Cir., i956). 

As for the district courts, they are 
bound to follow the rules of their re- 
spective circuit courts. But the Tax 
Court, having nationwide tax jurisdic- 
tion, occasionally falls into conflict with 
the decisions of the circuit and district 


courts. And the circuit courts themselves 
occasionally conflict. These conflicts are 
now ended, at least so far as transferee 
liability and tax liens are concerned. It 
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is expected that there will now be uni- 
formity among the courts in this area, 
even if application of state laws results 
in occasionally varying decisions. 


The Stern decision 

The Stern case had its genesis when 
the Tax Court held the beneficiary li- 
able as transferee of her deceased hus- 
band’s insurance for the full amount of 
the proceeds to the extent of the de- 
ficiencies. TCM, 1956-23. The circuit 
court reversed, holding the beneficiary 
not liable even to the extent of the cash 
surrender value. 242 F.2d 322 (3rd Cir., 
1957). 

The Supreme Court recognizes “that 
Section 311 neither creates nor defines a 
substantive liability, but merely a new 
procedure by which the Government 
. . Therefore, since 
Section 311 is purely a procedural stat- 


may collect taxes. 


ute, we must look to other sources for 
definition of the substantive liability. 
Since no Federal statute defines such li- 
ability, we are left with a choice between 
Federal decisional law and state law for 
its definition.” In other words, since the 
‘at law or in equity” 
outside the Code, the question is what 


‘ 


transferee is liabie 


law or equity, Federal or state? 

rracing the legislative history of Sec- 
tion 311, the Court rules out Federal de- 
cisional law as “a sharp break with the 
past.”” Congress, knowing “that the vary- 
ing definitions of liability under state 
statutes resulted in an absence of uni- 


formity of liability . . . refrained from 


disturbing the prevailing practice... . 
Since Congress has not manifested a de- 
sire for uniformity of liability, we think 
that the creation of a Federal decisional 
law would be inappropriate in these 
cases.” Thus, until Congress rules other- 
wise, the existence and extent of liability 
will be determined by state law. 

Under the applicable Kentucky stat- 
ute, the beneficiary is not liable to the 
insured’s creditors where the premiums 
were not paid in fraud of creditors, and 


Jean F. Stern, TCM, 1955-40. The Tax Court 
sustained a fraud penalty on finding the de- 
ceased Dr. Stern had understated his medical 
practice receipts, failed to report other income, 
taken deductions to which he was not entitled, 
and falsified records to get preferential tax treat- 
ment. 

Section 311, 1939 Code, provides in part: ““The 
liability, at law or in equity, of a transferee of 
property of a taxpayer, in respect of the tax... 
imposed upon the taxpayer by this chapter”’ shall 
be “assessed, collected, and paid in the same 
manner and subject to the same provisions and 
limitations as in the case of a deficiency in a tax 
imposed by this chapter .” No important 
changes were made in the successor Section 6901, 
1954 Code. 

Section 3670, 1939 Code, essentially provides: 
“If any person liable to pay any tax neglects or 
refuses to pay the same after demand, the 
amount... shall be a lien in favor of the United 


therefore no liability exists under state 
law to any creditor including the Gov- 
ernment. 

The dissent would prefer a uniform 
Federal law to determine transferee li- 
ability for Federal taxes, and in accord- 
ance with the now reversed line of Tax 
Court decisions, would hold the bene- 
ficiary liable to the extent of the cash 
surrender value of the insurance. 

(The essential difference between this 
decision and the Bess case is that, while 
a state may not provide exemptions from 
a tax liability, here Congress never im- 
posed any liability against a beneficiary.) 


Tax liens not destroyed by state law 


The Bess case originated in the dis- 
trict court, which held the beneficiary 
liable as transferee of her deceased hus- 
band’s insurance to the extent of the 
total deficiency. 134 F. Supp. 467 (D.C., 
N. J., 1955). The circuit court held the 
beneficiary liable as transferee only to 
the extent of the cash surrender value. 
243 F.2d (3rd Cir., 1957). 

The Supreme Court finds the Govern- 
ment employed the alternative method 
of a proceeding in equity in the district 
court, rather than the summary method 
authorized by Section 311 of the 1939 
Code, and therefore the lower courts 
erred in applying transferee liability 
under Section 311, which is a purely pro- 
cedural statute and has no bearing on 
the beneficiary’s liability here. In fact, 
if the Government were not also seek- 
ing to enforce a lien perfected against 
the decedent’s property in his lifetime 
under Section 3670, of the 1939 Code, 
the Stern decision would require a rul- 
ing in the beneficiary's favor. 

Essential facts pertinent to the tax 
lien theory were stipulated in the dis- 
trict court and raised in the appeals. 
The decedent was delinquent for two 
years and, before he died, notice and 
demand were made upon him. He made 
periodic payments on the amount owing 
for 1945, but no payments on the 


States upon all property and rights to property, 
whether real or personal, belonging to such per- 
son.”’ The same statute can now be found in Sec- 
tion 6321, 1954 Code. 

‘ Transferee liability is invited when the proceeds 
are first paid to the estate, since the estate stands 
in the same shoes as the decedent. See Kiefer- 
dorf, 142 F.2d 723. 

5 The fact that the policy had no cash surrender 
value because of loans, led to the favorable de- 
cision in Tyson v. Comm., 212 F.2d 17. But an 
incumbrance such as pledging the policies with 
a bank for a loan affords no protection against 
the lien. See Behrens, 230 F.2d 504. 

®In the Bess case, although the Supreme Court 
dodged the beneficiary’s argument that the lien 
didn’t attach because decedent made periodic 
payments for one delinquent year, the fact that 
he didn’t make payments for the other delinquent 
year seems to have perfected the Government's 
lien. 
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amount owing for 1946. Dodging the 
beneficiary's argument that no lien at- 
tached since her husband’s payments for 
1945 proved “he did not neglect or re- 
fuse to pay taxes after demand,” the 
Court said: “Since, in the view we take 
of this case, the liability of Mrs. Bess is 
limited to the cash surrender value . . . 
it suffices that, whatever may be the case 
as to the 1945 taxes, the requisite neglect 
or refusal was plainly established as to 
the 1946 delinquency. .. .” 

The tax lien statute creates no prop- 
erty rights, but merely attaches federally 
defined consequences to rights under 
state law. Under New Jersey law the de- 
cedent had no right to the proceeds dur- 
ing his lifetime. But he did have “prop- 
erty” rights in the cash surrender value, 
to which the lien attached. Nor can the 
state exemption statute destroy the tax 
lien. “However, once it has been deter- 
mined that state law creates sufficient in- 
terests in the insured to satisfy the re- 
quirements of Section 3670, state law is 
inoperative to prevent the attachment of 
liens created by Federal statutes in favor 
of the United States.” 

Placing practical substance over legal- 
istic form, the Court further holds that, 
although legally “the property represent- 
ed by the cash surrender value disap- 
pears on the insured’s death and no lien 
.. in economic reality the 
insurer pays the beneficiary the insured’s 


can survive . . 


‘fund,’ plus another amount sufficient to 
perform the insurer’s promise to pay the 
proceeds on the insured’s death.” There- 
fore there was a transfer of property 
from the insured to the _ beneficiary, 
and the lien attached to the cash surren- 
der value during the insured’s lifetime 
followed it into the beneficiary’s hands. 
The dissent would hold that the cash 
surrender value ends on the insured’s 
death, at which time the lien terminates, 
and would deny the Government's claim 
to any part of the insurance proceeds. 
It is possible that state laws might 
properly hold a beneficiary responsible 
for the deceased insured’s unpaid taxes 
even if the Government does not perfect 
a lien before death. Liability will, of 
course, vary according to the jurisdiction 
in which the taxpayer resides. The Stern 
dissenters argue for uniformity: ““Tax- 
payers should be treated equally without 
regard to the fortuity of residence.” But 
the majority cites numerous other in- 


stances in which Federal courts follow 
state laws: “Uniformity is not always the 
Federal policy.” Thus, until Congress 
determines otherwise, state laws will gov- 
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ern the extent and very existence of a 
liability. But 
even if Congress doesn’t amend Section 
$11 of the 1939 Code (Section 6901 of 
the 1954 Code), there probably will be 
no real lack of uniformity. Most jurisdic- 


beneficiary's transferee 


tions conform in the requirement that 
intent to defraud creditors or at least 
insolvency is prerequisite to following 
insurance proceeds into the hands of 
beneficiaries. 

In situations where the Government 
perfects a valid lien during the insured’s 
lifetime, the extent of the beneficiary’s 
liability will practically always be lim- 
ited to the cash surrender value of the 
policy at the time of death. As the Bess 
majority opinion noted: “Since Section 
3670 creates no property rights but mere- 
ly attaches consequences, federally de- 
fined, to rights created under state law,” 
look 


“right in the policy as defined by state 


it is mecessary to to the insured’s 
law.” Every state, to the author’s knowl- 
edge, views an insured’s interest in a 
policy which he owns and on which he 
pays the premiums as limited to the cash 
surrender value (i.¢e., paid-in premiums 
plus accrued interest). The insured never 
the 
ceeds (i.e., face amount) to which a lien 


has a “property” interest in pro- 
can attach during his lifetime. Thus, as 
a practical matter, the full face amount 
of the proceeds above the cash surrender 
always be immune from 


value would 


transferee liability in the hands of the 


beneficiary. 


When insurance proceeds are vulnerable 

The transferee liability theory is at its 
worst limited to the insured’s interest in 
the cash surrender value, regardless of 
whether the Commissioner proceeds ac- 
cording to state law under Section 311 
of the 1939 Code (Section 6901 of the 
1954 Code), or perfects a lien during the 
tax-delinquent insured’s lifetime under 
Section 3670 of the 1939 Code (Section 
6321 of the 1954 Code). Either way, as 
we have seen, of the 
insurance proceeds above the cash sur- 


the face amount 
render value will, as a practical matter, 
be immune from transferee liability in 
the hands of the beneficiary. 

But notwithstanding the transferee li- 
ability and tax lien theories, there are at 
least full 
face amount of the insurance proceeds 


two situations in which the 
might be subject to attachment for a de- 
ceased insured’s tax liability: (1) where 
the deceased insured’s wife is the bene- 
ficiary and she had signed a joint return 


with him for the delinquent years, or (2) 
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where the beneficiary is the tax-delin- 
quent insured’s estate. In both situa- 
tions, of course, the vulnerability is on 
a theory other than transferee liability. 


How to immunize insurance proceeds 


To immunize insurance proceeds from 
attachment for delinquent taxes, wheth- 
er by transferee liability or some other 
theory, certain steps should be consid- 
ered: 

If the beneficiary is the insured’s wife, 
it may be best for them not to file joint 
returns. The immediate tax saving may 
not be worth the widow’s possible future 
liability for the husband’s delinquent 
taxes. 

If the insured owns the policy and 
pays the premiums, he should designate 
a beneficiary other than his estate. It is 
not really necessary to pass insurance 
proceeds by will, since one or more bene- 
ficiaries may be designated directly in 
the insured’s contract with his insurer.4 

If feasible, the insured should not own 
the policy. Section 2042 of the 1954 
Code now permits exclusion of the pro- 
ceeds of life insurance policies from the 
insured’s estate where the beneficiaries 
own the policies, even though the in- 
sured continues to pay the premium, 
since payment of premiums is no longer 
regarded as an incident of ownership for 
estate tax purposes. 

If possible, the beneficiary should own 
the policy and pay the premiums. A 
wife has an unquestioned insurable in- 
terest in her husband and, if she owns 
the policies, pays the premiums out of 
her separate funds, and refrains from 
filing joint returns, the insurance pro- 
ceeds will be free of liability for any of 
her insured husband's tax deficiencies. 


If necessary, borrowing down the cash 
surrender value during the insured’s 
lifetime will dissipate his rights therein. 
If the insured has no property interest 
in the cash surrender value—even going 
to this extreme extent—no lien can at- 
tach on the insurance proceeds.5 

If notice and demand are made for 
payment of deficiencies during the in- 
sured’s lifetime, he should try to avoid 
the attachment of a lien by making 
periodic payments. Since a lien attaches 
only if the delinquent taxpayer “neg- 
lects or refuses to pay the same after de- 
mand,” periodic payments on account 
of all the delinquent years may avoid the 
perfection of a lien.® 

In all cases, state laws should be care- 
fully checked. Local laws will undoubt- 
edly provide a reservoir of remedies for 
protecting the life insurance proceeds 
from an unexpected tax bite. 


Conclusion 

The accident of the taxpayer's state 
of residence in the Stern case was not 
nearly so important as the accident in 
the Bess case of the Government’s assess- 
ing deficiencies and perfecting a lien 
during the insured’s lifetime. We should 
not overlook the trees for the forest. The 
procedure in the two cases was quite dif- 
the 
similarities in the factual situations. Dif- 


ferent, notwithstanding obvious 
ferences in state laws will probably not 
create too great a diversity of basic hold- 
ings of liability. And unless Congress sees 
fit to change the law, the Supreme 
Court’s decisions in the Stern and Bess 
cases have logically clarified the impor- 
tant area of transferee liability as it 
affects the beneficiary of life insurance 
proceeds. w 


Pay first or use the Tax Court says Supreme 


Court: no exception for hardship cases 


N™ THAT the U. S. Supreme Court 
has ruled in Flora that a suit con- 
testing a tax deficiency can be brought 
in a district court only if the deficiency 
has been paid, the question remains 
whether the Tax Court should be the 
only forum open to taxpayers who have 
not paid the tax they dispute, or whether 
legislation should be sought to provide 
relief for hardship cases. The Supreme 
Court opinion follows the line of reason- 
ing outlined by J. Q. Riordan (8 JTAX 
179) in his comments on the circuit court 
decisions in Flora and Bushmiaer. 


In the Journal article, the author 
recommended that the Supreme Court 
should affirm the traditional “pay first 
and litigate later” rule, but suggested 
that a district court suit should be per- 
mitted if extraordinary circumstances 
were present which would cause a tax- 
payer without fault on his part to suffer 
irremediable damages if such a suit were 
not permitted. Illustrations of situations 
in which extraordinary circumstances 
might be said to be present were given. 


The Supreme Court in its opinion 


specifically refused to admit the possi- 
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bility of any judicial exceptions to the 
“pay first and litigate later’ rule, and 
stated that “if any amelioration is re- 
quired, it is now a matter for Congress, 
not this Court.” 

The facts in the Flora case were these: 
Flora reported losses suffered in com- 
modity trading as ordinary losses. The 
Commissioner assessed a deficiency in the 
amount of $28,908.60 on the ground that 
the losses were capital losses. After pay- 
ing $5,058.54 on the assessment, Flora 
filed a claim for refund and, when it 
was rejected, brought suit in the district 
court. The district court held that Flora 
could not maintain the action, but in 
view of the fact that the procedural 
question had not been resolved by the 
renth Circuit, it considered the merits 
and decided against the taxpayer.! 

Che Tenth Circuit vacated the judg- 
ment and remanded with instructions to 
dismiss, holding that Flora had not 
stated a valid claim. 

lhe Supreme Court granted certiorari 
in order to resolve the conflict with the 
Bushmiaer case. The Court, Chief Jus- 
tice Warren writing, stated that the con- 
flict in the lower courts suggested that 
the controlling statute? was ambiguous, 
although the literal meaning of the per- 
tinent statutory language “might other- 
wise be termed a clear authorization to 
sue for the refund of any sum.” The 
Court then embarked on “a thorough 
consideration of the relevant legislative 
history.” The result of this consideration 
was that the Court found that an "un- 
mistakably clear dictum” in the Cheat- 
ham case* established the “pay first and 
litigate later” doctrine, and that nothing 
that had happened since the case was 
decided in 1876 indicated that Congress 
disapproved of the statement. 

It is reasonable to assert that the 
Court's opinion does not clearly express 
its true ratio decidendi. It will be a 
long time between cases decided by our 
constitutional Supreme Court on the 
basis of a hoary dictum and a century 
of Congressional inaction. The Court's 
decision in the Flora case should be read 
as a judgment that (1) the “pay first and 
litigate later’ rule works well in most 
cases; (2) it has been generally accepted; 
(3) great mischief would be done if it 
were overturned at this time by the 
Court (regardless of the pertinent statu- 
tory language); and that (4) while hard- 


Flora v. U. S., 142 F. Supp. 602 (D.C. Wyo., 
1956). 
* Flora, note 1, supra. 
*28 USCA, Section 1346(a) (1). 
* Cheatham, 92 U.S. 85 (1876). 


ship may be created by the simple rule 
enacted by the dictum of an earlier 
court, such hardship can be _ better 
ameliorated by Congress than by a judi- 
cial amendment of an old dictum. Per- 
haps the Court is right to serve notice 
that it will not spend its creative ener- 
gies in the thankless and prosaic field 
of tax administration, but it remains to 
be seen how the lower courts will treat 
a true hardship case (Flora was not one) 
in the event of Congressional inaction. * 


IRS announces new machine 
processing for returns 


CoMMISSIONER Russell C, Harrington has 
announced plans for greatly expanded 
machine processing of simpler types of 
income tax returns and other tax docu- 
ments at the three service centers oper- 
ated by the Internal Revenue Service. 
The centers, located in Lawrence, 
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Massachusetts; Kansas City, Missouri; 
and Ogden, Utah, this year will handle 
some 22 million income tax returns, 
scheduling refunds where due the tax- 
payer, and preparing billings where ad- 
ditional tax is due the Government. The 
expansion will enable the centers to 
handle more than 36 million returns on 
1957 income, which were filed early 
in 1958. The total of income tax returns 
now runs over 60 million annually. 

In addition to Form 1040A and 
simpler Form 1040 income tax returns, 
the centers process farmers’ applications 
for gasoline tax refunds, billings for pay- 
ments due on estimated tax returns, han- 
dle certain types of information docu- 
ments, distribute tax forms, and _per- 
form a variety of other functions. 

Commissioner Harrington said expe- 
rience had demonstrated the efficiency 
and economy of handling a large volume 
of returns by tabulating machine. w 


New procedural decisions this month 





Change from separate to joint return 
not permitted (old law). Taxpayer filed 
his 1948 return separately, but included 
$250 interest on treasury bonds owned 
by his wife. After the due date of the re- 
turn, an amended return was filed joint- 
ly. The court finds the original return 
was intended as a separate return, al- 
though taxpayer may have had the gen- 
eral intent to keep his tax as low as pos- 
sible. The election for 1948 could not 
be changed after the due date of the re- 
turn. [For 1951 and later years the elec- 
tion may be changed within the limita- 
tions period.—Ed.], so the tax must be 
computed without the benefits of income 
splitting. Werner, DC Wisc., 6/5/58. 


Supreme Court clarifies liability of life 
insurance beneficiaries. [See discussion 
p. 104—Ed.] The Supreme Court has re- 
solved the conflict among the courts of 
appeals in two issues dealing with the 
liability of life insurance beneficiaries 
for unpaid income taxes of the insured. 
(1) Where the tax lien did not arise be- 
fore the death of the insured, the bene- 
ficiary is not liable for his delinquent 
taxes as a transferee if state law exempts 
insurance proceeds from the claims of 
creditors. Three dissenters were not per- 
suaded that the legislative history sup- 
ported the majority opinion that Con- 
gress intended state law to be determina- 
tive of transferee liability; the dissenters 
would apply a uniform rule to Federal 


taxing statutes. (2) Where the tax lien 
arises by virtue of assessment, notice and 
demand before the insured’s death, the 
beneficiaries are liable to the extent of 
cash surrender value just before death. 
The cash surrender value is property suf- 
ficiently subject to decedent’s command 
for the lien to attach. Two dissenters 
view the cash surrender value as having 
merged in the proceeds so that the lien 
cannot follow the beneficiaries. Stern, 
Bess, Sup. Ct., 6/9/58. 


Can't avoid refund limitations by suing 
‘or fraud damage. Taxpayer sued the 
Government under the Federal torts 
claim act, alleging fraud on the part of 
an IRS agent. The court rules that the 
suit is in reality one for refund of in- 
come tax and that the only procedure 
permitted is filing refund claim and su- 
ing after denial of the claim. Since tax- 
payer had not filed a refund claim, the 
court was without jurisdiction. England, 
DC Ill, 4/28/58. 


6d 

Joe Louis loses another round; trusts 
liable for his taxes as transferees. Joe 
Louis transferred personal funds to his 
divorced wife under an agreement 
obligating the wife to apply half such 
funds toward the creation of trusts for 
their children. The Tax Court held 
that Louis was the actual donor of the 
trust funds and, since he was insolvent 
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at the time of the transfer, the trustee 
was liable as transferee in respect of 
Louis’ delinquent income taxes to the 
extent of the property received. This 
court affirms. Barrow Trust (First Na- 
tional Bank of Chicago, Trustee), CA-7, 
5/22/58. 


IRS promises, attached by taxpayer to 
872, unenforceable though signed. Re- 
quested to sign a Form 872 extending 
the period for assessment, taxpayer 
which the IRS 
promised to return books and records 


added language by 
turned over by taxpayer to a revenue 
agent and also to make other papers 
available within five days after the sign- 
ing of the Form 872. This action to force 
production of the documents is dis- 
missed; it is a suit against the U. §&., 
which has not waived its sovereign im- 
munity in this case. Laughlin, CA-DC, 
5/29/58. 


Government cannot apply setoff be- 
tween decedent’s and estate’s taxes. The 
value of growing crops was erroneously 
included as income on decedent’s last 
return, a joint return with his wife, in- 
stead of on the estate’s income tax return 
when the proceeds were received. The 
court grants refund on the decedent’s re- 
turn and refuses to permit the Govern- 
ment to setoff its claim against the estate, 
or to have equitable recoupment since 
the same taxpayer is not involved. Perry, 
DC Miss., 5/10/58. 


Tax Court has jurisdiction though de- 
ficiency consists solely of penalties. The 
Commissioner’s notice asserted a de- 
ficiency of penalties for failure to file 
estimated tax. The Tax Court rules that 
this is a proper deficiency notice and 
confers jurisdiction on it. Olshausen, 
TCM 1958-85. 


Overstatement of costs is not omission 
extending statute. Taxpayer acquired a 
yater-supply-pumping system which it 
owned and operated at a loss to supply 
water to the houses in a development 
it was constructing. The Tax Court and 
Sixth Circuit held the cost of the system 
was not a development expense and 
could not be added to the cost of sub- 
division lots to determine the gain on the 
sale of lots. The courts below held that 
this overstatement of costs, since it re- 
sulted in an understatement of income 
by over 25%, extended the statute of 
limitations to five years under the 1939 
Code. The Supreme Court reverses. Ex- 


amining the legislative history of the 
five-year limitations provision, the Court 
concludes it was not the intent of Con- 
gress to extend the period when the 
gross receipts are fully disclosed. This is 
the view of a majority of circuit courts 
that have examined the problem. The 
fact that Congress specifically so pro- 
vided under the 1954 Code is also per- 
suasive. Two dissenters would affirm on 
the Tax Court’s opinion. Colony, Inc., 
Sup. Ct., 6/9/58. 


Can’t sue in district court unless full 
deficiency is paid. The total deficiency 
arising when the Commissioner treated 
certain losses of taxpayer as capital, not 
ordinary, was some $28,000. He paid 
about $5,000 and brought suit for re- 
fund. This Court affirms the holding of 
the Tenth Circuit that the partial pay- 
ment creates no jurisdiction for a re- 
fund suit. The history of the statute 
makes it clear that the only method of 
litigating a deficiency without full pay- 
ment is in the Tax Court. [See com- 
ment on page 106.—Ed.] Flora, Sup. Ct., 
6/16/58. 


Failure to allow depreciation invokes 
limitations-mitigation provisions. In 
1942 and 1944, as an inducement to 
move its business into a particular area, 
taxpayer was given a factory. No depre- 
ciation on the factory was ever allowed. 
In 1950 the Supreme Court held (Brown 
Shoe Co., 339 U.S. 583) that depreciation 
on donated equipment is allowable, 
based on the cost to the transferor. Tax- 
payer then filed a claim for refund for 
all open years, 1947 and later. In com- 
puting the depreciation for these years, 
the IRS reduced the basis by deprecia- 
tion allowable under the Brown Shoe 
doctrine for years before 1947. Taxpayer 
brings this action for refund of pre-1947 
taxes, claiming that, because the Com- 
missioner adopted an inconsistent posi- 
tion, the bar of the statute of limitations 
is lifted. The court agrees. Denial of de- 
preciation is an inclusion in gross in- 
come and as such is entitled to relief. M. 
Fine & Sons Mfg. Co., Ct. Clms., 6/4/58. 


Limitation period on retroactive relief 
to inventors runs from date of law. In 
1956 Congress passed an act which ex- 
tended the capital gain treatment for in- 
ventors under section 1235 of the 1954 
Code to years covered by the 1939 Code. 
The act also contained other tax amend- 
ments unrelated to this one. Some of 
the other amendments contained pro- 


visions establishing a limitations period 
for any refund claims which might arise, 
but the patent amendment at issue here 
contained no such specific period. The 
Commissioner contends the refund claim 
must be filed within two years after the 
tax was paid or three years after the re- 
turn was filed, in accordance with the 
general rule under both the 1939 and 
1954 Codes. The court notes, however, 
that this rule applies only where the tax 
is erroneously or illegally assessed. It has 
no application where, as here, the re- 
fund arises because of retroactive legis- 
lation. Since the court finds no other 
limitation period applicable, it assumes 
the claim is governed by the limitation 
period of the Judicial Code: suits against 
the Government must be brought within 
six years after the claim arises. The tax- 
payer's claim arose when the relief pro- 
vision was enacted in 1956 and his claim 
is timely. Dempster, DC Tenn., 4/29/58. 


Taxpayer’s direction on application of 
partial payment will be followed. A 
partial payment tendered by a cash-basis 
taxpayer on a tax and penalty deficiency 
plus interest will, as a general rule, 
be applied in accordance with the 
specific directions of the taxpayer. In the 
absence of any direction, the payment 
will be applied first to tax, penalty and 
interest, in that order, for the earliest 
year; then to tax, penalty and interest, 
in that order, for the next succeeding 
year, until the payment is absorbed. 
Deductible interest may be taken in the 
year of payment so determined. Rev. 
Rul. 58-239. 


IRS refund claim suggestion does not 
guarantee refund. In years before in- 
come splitting was permitted, taxpayer 
and her husband formed a partnership. 
The IRS proposed not to recognize the 
partnership and to tax all the income to 
the husband. On the basis of this pro- 
posed adjustment, the District Director 
informed taxpayer she had overpaid her 
taxes and was entitled to a refund. Tax- 
payer claims this constitutes an “ac- 
count stated” between her and the Gov- 
ernment, entitling her to a refund. The 
court rejects this position. There can 
be no account stated without a dispute 
and subsequent mutual agreement as to 
the amount due one party. There was 
no evidence whether taxpayer's husband 
had or had not paid additional taxes be- 
cause of the IRS’s previous refusal to 
recognize the partnership. Schulhoff, 


Ct. Clms., 5/7/58. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH P. STAPCHINSKAS 





Louisiana’s tax exemption program to 


attract industry proves costly 


by WILLIAM D. ROSS 


The idea of a tax exemption designed to attract industry has a natural appeal. 


Such a program usually is regarded as a success if new industry does come into the 


area as a result. In reality, however, the success can be measured only if the cost 


of the tax concession is known. Frequently that is impossible to determine. In 


Louisiana, sufficient records on that state’s exemption program are available for a 


study of its costs. Professor Ross touched on the study he made of these records 


in the course of a recent talk before the NTA annual meeting at Columbus, O. 


I ALL STATES, except Louisiana, tax 
concessions are administered, whether 
provided for by law or provided on a 
sub rosa basis, by local property tax au- 
thorities. As a consequence, there exists 
in no state, except Louisiana, a central 
record of the number and nature of such 
concessions. In Louisiana, alone, the in- 
dustrial property tax concession in the 
form of a ten-year exemption on build- 
ings and machinery of new industries 
and expansions of existing industries is 
administered at the state level. Records 
do exist which show the name of the 
firm receiving each exemption, the loca- 
tion of the exempted plant, and the 
value of the investment in the new 
buildings and machinery. Furthermore, 
new industries and industries which ex- 
pand in the State of Louisiana do, in 
most instances, make application for 
and receive the much-publicized state- 
administered industrial property tax ex- 
emption available in that state. This in- 
formation did not, however, indicate the 
influence of the tax concession upon the 
respective decisions to locate or expand 
manufacturing plants in Louisiana. 
Only a careful empirical analysis of the 
effectiveness of the industrial property 
tax exemption program in Louisiana 


might indicate this. 

[ initiated such a study in 1951.1 Al- 
though Louisiana operated a tax-exemp- 
tion program between the years 1936 
and 1941, the study undertaken covered 
specifically those exemptions granted be- 


tween December, 1946, when the current 
program was inaugurated, and June, 
1950. The contract files of the Louisiana 
Department of Commerce and Industry, 
the agency which administers the Louis- 
iana exemption program, were the basic 
source of information for the analysis. 
The names and addresses of the officials 
seeking and receiving tax exemptions 
for their companies were available in 
these files, and these people could be 
asked the significance they attached to 
the exemption in making the decisions 
that they made to establish new indus- 
tries in Louisiana or to expand existing 
industries. Other information in the tax- 
exemption contracts, such as the type of 
product produced by each new plant or 
addition, made possible further analysis 
of the effectiveness of the exemptions. 
Contract information as to the value 
of the investment and the location of the 
plant receiving tax exemption made it 
possible to determine the specific taxes 
exempted in each case. These exempted 
taxes represent an indirect cost to state 
and local governments in the form of 
lost revenue, and an indirect subsidy to 


1See: William D. Ross, Tax Exemption in 
Louisiana as a Device for Encouraging Industrial 
Development, 34 SOUTHWESTERN Social ScIENCE 
QUARTERLY 14 (June, 1953); William D. Ross, 
LOUISIANA’S INDUSTRIAL TAX EXEMPTION PRO- 
GRAM, Division of Research, College of Com- 
merce, Louisiana State University, Baton Rouge, 
Louisiana, 1953, 87 pp. 

2The direct cost of administering the program, 
as well as the indirect cost of lost revenue, was 
taken into consideration. 

It is interesting to note that at the time this 
study was made the Department of Commerce 
and Industry was reporting that it had granted 
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the recipient industries in the form of 
lower production costs. Like all eco- 
nomic activity, public and private, the 
soundness of Louisiana’s industrial tax- 
exemption program must be judged in 
terms of the results obtained for the cost 
involved.? 

As of June, 1950, contracts for 609 
separate exemptions had been completed 
or were being processed by the Louisiana 
Department of Commerce and Industry, 
involving total investments in new plant 
and equipment of  $355,121,753.60. 
These exemptions had been granted to 
a total of 429 separate firms, some firms 
having received more than one exemp- 
tion. 

A brief but carefully drawn question- 
naire was submitted to the company of- 
ficial in each case who had signed the 
exemption contract for his firm. Usable 
replies were received from 259 (60.4%) 
of the 429 firms that had received ex- 
emptions. The sample proved to be 
quite representative of the total. The re- 
sults of the analysis of these replies sug- 
gested that, in the absence of the ex- 
emption program, Louisiana would have 
lost new investments worth approxi- 
mately $25,000,000 out of total exempt- 
ed investments of $355,121,753.60. To 
state the same conclusion positively, 
Louisiana would seem to have gained 
about $25,000,000 in new investments 
as a result of the exemption program. 
It is interesting to note that the major- 
ity of the firms replying that they would 
not have developed their new enterprises 
in Louisiana are domestic firms making 
relatively small investments in new 
plants to produce locally oriented prod- 
ucts. 

The questionnaire was drawn so as to 
indicate both whether or not the indi- 
vidual firm gave consideration to the tax 
concession as a factor in its locational 
decision and whether or not the exemp- 
tion was a decisive factor. The questions 
were drawn so as to constitute a cross- 
check against each other, both as to the 
decision to undertake the new develop- 
ment and as to its location. 

Application of the specific tax rates 
that would have applied to each individ- 


730 exemptions involving $408,605,489.91 in new 
investments during the same period. The dis- 
crepancy had resulted from mistakes, duplica- 
tions and omissions in the Department’s rec- 
ord of totals. 

*An assessment ratio of 40% of the value of the 
investment was employed in making these calcu- 
lations. According to the Louisiana Tax Com- 
mission, which supplied the figure, this is ap- 
proximately the average ratio of assessed value 
to the true value of industrial property within 
the state, and is the ratio which the Commission 
unofficially recommends. The law calls for assess- 
ment at 100% of true value. 
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[William D. Ross is Dean of the College 
of Commerce, Louisiana State Univer- 
sity, Baton Rouge, Louisiana.] 


ual plant or addition if it had not been 
exempted produced the following re- 
sults. The annual loss in property tax 
revenue to the state government result- 
ing from the 609 exemptions covered in 
this study was $816,782.10. Parish or 
county governments were losing $2,971,- 
123.09 annually on parish-wide levies, 
as a result of the exemption. In addi- 
tion, special taxing districts in the par- 
ishes were losing another $960,426.34. 
Many of the plants receiving exemptions 
were found to be located outside muni- 
cipalities, but the municipalities of the 
state were losing $393,453.31 a year in 
much-needed revenue on those plants 
which were located within municipal 





Intent to use must be present at time 
of purchase. Taxpayer, a non-resident 
contractor, machinery and 
equipment prior to entry into Maryland 


and first used it on jobs performed out- 


purchased 


side that state. The state assessed use 
thereof on the 
grounds that, when purchased, the ma- 


taxes on the value 
chinery was intended for use in Mary- 
contractor had 
continuously bid on jobs in the state 


land inasmuch as the 
during the period. The court rejected 
this argument holding that the use tax 
law applied only to purchases intended 
for use in Maryland at or near the time 
of purchase. The intent to use must be 
the intent to use in Maryland, not a 
general intent to use wherever needed, 
and such intent must be proved. The 
unsuccessful bids did not show that the 
contractor purchased the machines for 
use in Maryland, particularly in light of 
contractor’s practice of purchasing ma- 
chinery only when actually needed for 
a job he had been awarded. Julian, Md. 
Ct. App., 1/28/58. 


Louisiana court reverses ruling. In its 
original ruling, the Louisiana Supreme 
Court had upheld the imposition of the 
State’s gas-gathering tax on a natural gas 
pipeline company for transmission out- 
side the state. It had distinguished be- 
tween this case and Michigan-Wisconsin 
Pipe Line Co., in which the U. S. 
Supreme Court held a similar Texas tax 
that, in the 
present case, taxable incidence had oc- 


invalid, on the ground 
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borders. The total annual cost of the 609 
exemptions covered in this study was 
$5,141,784.84 in lost revenues. Over the 
total ten-year period of the exemptions, 
the cost to state and local governments 
would be $51,417,848.40, assuming that 
all firms continued to operate through- 
out the ten-year period of their exemp- 
tion and that tax rates did not change.* 

Three conclusions emerged from this 
study: 

(1) Tax exemption as a device for 
expansion 
which would not otherwise occur has 


inducing new industrial 
produced meager results in Louisiana; 
(2) the cost of the program in terms of 
lost revenue is out of proportion to the 
direct results obtained; and (3) the ten- 
year industrial tax exemption program 
for new industry in Louisiana should 
be re-evaluated. vr 


curred before the gas had entered into 
interstate transportation. The metering 
equipment was owned by the pipeline 
company and title passed at the point of 
entrance to this equipment. On a re- 
hearing, however, the court concluded 
that the Michigan-Wisconsin case, and 
several other U. S. Supreme Court cases 
invalidating taxes similar to the Louis- 
iana tax, were controlling and that the 
imposition of the tax on sales of gas 
destined for Arkansas was violative of 
the Federal Commerce Clause. Louisiana- 
Nevada Transit Co., Sp. Ct., La. 6 
28/57. 


No Kansas use tax on U. S. contractor. 
Government contractor-manufacturer 
purchased machinery and equipment 
outside Kansas pursuant to an agreement 
between the manufacturer and the Gov- 
ernment. All purchases were authorized 
by the Government and according to 
agreement became Government property 
immediately upon purchase. Manufac- 
turer indicated that the purchases were 
made in behalf of the Government and 
the property was shipped into Kansas as 
Government property with freight billed 
directly to the Government. The United 
States exerted complete control over the 
property, upon occasions diverting it 
from the manufacturer to other pur- 
poses. The manufacturer never listed the 
property as its own on any of its books 
nor included it in its assets. While in 
manufacturer’s plant, the property was 
tagged as United States property and 


carried identification numbers assigned 
by the United States. Court ruled that 
the property was at all times, in Kansas, 
that of the United States and that, by 
statute, the use tax was imposed upon 
use in connection with ownership. The 
use of the manufacturer was that of a 
bailee to accomplish the purpose of the 
bailor, and not therefore being a use 
connected with ownership, was not tax- 
able under the statute. General Motors 
Corporation, S. Ct. Kan., 1/25/58. 


Apportionment base can include invest- 
ments. Taxpayer, which carried on both 
interstate and intrastate business in 
Michigan, protested the inclusion, in its 
franchise tax base (capital and surplus), 
of investments of $27,000,000 in stocks 
of other corporations. The basis argued 
for the exclusion was that the invest- 
ments did not form an integral part of 
the corporate activities conducted within 
Michigan. The court found as a fact 
that the investments were managed by a 
separate department of the corporation 
and at all times were kept outside of 
Michigan, but that the income from the 
investments was used in the general con- 
duct of the business and that these in- 
vestments themselves were intended to 
be used, and were used, as a fund of 
credit for the whole business. Further, 
the use of the income and credit of the 
investments enhanced the value of the 
entire business, including that within 
Michigan. Upon these findings of fact 
held that neither the Due 
Process nor Interstate Commerce clause 


the court 


of the Federal Constitution requires that 
the state show separate jurisdiction over 
each item which is a part of the ap- 
portioned tax base as long as the tax 
was not on the property, but on the 
value of the privilege exercised in the 
state, and that the apportionment ade- 
quately reflected the portion of the en- 
tire business conducted in the state. 
Cleveland Cliffs Iron Co., Sp. Ct. Mich., 
3/6/58. 


Retroactive change of apportionment 
ratio invalid. The District of Columbia 
corporation franchise (income) tax act 
authorizes the assessor, in determining 
net taxable income of an interstate firm, 
to employ any formula prescribed in the 
regulations of the District commissioners. 
Until 1953, the commissioners’ regula- 
tions provided that the apportionment 
of income be made on the basis of the 
ratio of charges for work done or service 


performed in the District to total 
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charges. In 1953, the regulations were 
revised, retroactive to. January, 1948, so 
that either charges or costs could be used 
as the apportionment factor. The Dis- 
trict assessor, for the period 1949 to 
1953, computed the taxable net income 
of taxpayer, a Virginia corporation op- 
erating an interstate railway system, on 
the basis of the cost of work or services 
performed in the District to the cost 
of work or services performed every- 
where. The District of Columbia Tax 
Court holds that the taxes had been 
assessed invalidly because the formula 
did not correspond to the then existing 
regulation; the 1953 revision could not 
be applied retroactively because a valid 
contrary regulation was in effect during 
the taxable period. The court deter- 
mines the tax liability of the taxpayer 
by applying to passenger and freight 
revenue and expense the ratios which 
passenger-miles and freight ton-miles in 
the District bore to their respective 
totals. Southern Rwy. Co., TC, D.C., 
1/8/58. 


No tax on out-of-state intangibles. A 
domestic corporation which had its home 
office in Kentucky was engaged in busi- 
ness in five states. It maintained separ- 
ate accounts for its activities in each 
state where its local division managers 
deposited collections and paid expenses 
from the local deposits. No one in the 
home office had authority to draw checks 
on bank accounts in other states. The 
corporation was assessed for Kentucky 
ad valorem taxes on its accounts and 
notes receivable and bank deposits in 
the other states on the basis of a statute 
which made all intangible personal 
property of domestic corporations sub- 
ject to tax wherever located. The court 
holds the assessment invalid. The prop- 
erty which Kentucky sought to tax was 
beyond its jurisdiction because it had a 
situs outside the state; the attempted 
levy of a direct property tax was a viola- 
tion of the Fourteenth Amendment. A 
second issue involved the assessability, as 
omitted property, of accounts receivable 
for gasoline sold to Kentucky dealers but 
returned by the company for taxation at 
only 70% of face value on the theory 
that the remaining 30% represented the 
Kentucky gasoline tax. Noting that the 
gasoline tax was imposed on the com- 
pany, the court ruled that, since the 
money collected on its accounts would 
be the property of the corporation, the 
accounts were taxable at their full face 
value. Further, the failure to list the 


30% was not a mere undervaluation, but 
the equivalent of a complete failure to 
list a particular account. Hence, the 30% 
was properly assessable as “omitted” 
property. Standard Oil Co., Ky. Ct. 
Apls., 12/13/57, extended 3/14/58. 


Contract provisions determine sales-use 
tuxability of Government contractors. 
The first of two recent Connecticut 
cases dealing with the question of the 
sales-use tax liability of Government 
contractors involved facilities contracts 
under which new facilities were pur- 
chased and used for the performance of 
supply contracts held by the contractor. 
Purchase orders for the facilities were 
issued only subject to the prior approval 
of the Government and expressly stated 
that the goods were being purchased on 
behalf of, and would be owned by, the 
United States Government; applications 
for Government bills of lading to trans- 
port the facilities specified that title to 
the property during transportation was 
vested in the Government; and the Gov- 
ernment retained control over the right 
of the contractor to use the facilities pur- 
chased. Under the facilities contracts, 
title to the property purchased was to 
vest in the Government immediately 
upon delivery by the vendor; by the 
terms of the purchase orders, shipment 
of the facilities was to be f.o.b. the ven- 
dors’ plants, some of which were located 
within and some without the state of 
Connecticut. After reciting that, under 
the Connecticut Sales and Use Tax Act, 
the sale is made to the party to whom 
title is transferred, and sales to the 
United States were specifically exempted 
from tax, the court held that the United 
States Government was the party to 
whom title to the facilities directly 
passed by force of the title-vesting pro- 
vision of the facilities contracts and the 
stipulation in the purchase orders that 
shipment be f.o.b. the vendors’ plants at 
which place the vendors passed title. The 
use tax was inapplicable, the court ruled, 
since there was no storage, use, or con- 
sumption by the contractor which was 
incident to its ownership of the facilities 
purchased. Avco Mfg. Corp., Conn. Sup. 
Ct. Errors, 3/25/58. The second case in- 
volved the use taxation of personal prop- 
erty acquired pursuant to three types of 
contracts: facilities, experimental and 
supplies. As to the facilities contracts, 
with the exception of the title-vesting 
provisions and shipping directions, the 
significant details controlling the acquisi- 
tion and use of the facilities in the Avco 
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case were present. The terms of one of 
the facilities contracts provided that title 
to the property acquired thereunder 
would vest in the Government “upon 
delivery to the contractor, or upon the 
happening of any earlier event by which 
title passes from the contractor’s vendor 
or supplier.” As to purchases under this 
contract, the court ruled, the Avco case 
was controlling and the use tax inap- 
plicable. The remaining two facilities 
contracts provided that title to the facili- 
ties would pass to the Government upon 
delivery to the contractor at the con- 
tractor’s plant. The court held that the 
use of articles purchased under the lat- 
ter contracts pursuant to f.o.b. destina- 
tion purchase orders similarly was non- 
taxable by force of the Avco case. How- 
ever, as to property purchased under 
f.o.b. shipping point purchase orders, 
the use tax was held applicable on the 
theory that, during the period of the 
transportation of the property, the con- 
tractor was possessed of the incidents of 
ownership and had made a taxable use 
of the property. (That the property was 
acquired for resale was not discussed.) 

The use by the contractor of raw mate- 
rials, component parts and tooling in 
fulfilling its experimental contracts was 
held exempt from use tax by virtue of a 
statutory exemption of materials, tools, 
etc., “which become an ingredient or 
component part of tangible personal 
property to be sold or which are con- 
sumed and used directly in an in- 
dustrial plant in the process of the 
manufacture of tangible personal prop- 
erty to be sold,” since the end products— 
and not engineering services—were the 
primary objective of the contract. The 
same statutory exemption, the court 
ruled, operated to exempt production 
materials, such as X-ray films, testing 
chemicals and oil and gasoline, which 
were consumed in testing the motors and 
parts. In so holding, the court stated 
that the inclusion of the term “process” 
indicated “an intention to include any 
use made of property as a necessary pre- 
liminary to the delivery of the finished 
product.” United Aircraft Corp., Conn. 
Sup. Ct. Errors, 3/25/58. 





The reports here on significant 
new state tax decisions are provided 
through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 
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Practitioners propose changes to clarify tax 


treatment of payments for partners’ interests 


Ss‘ SO MANY tax men are members 
of professional partnerships, the pro- 
posal for changes in the tax law on part- 
nerships in the revised report on sub- 
chapter K submitted by the Advisory 
Group of Practitioners appointed by the 
Mills Committee (see box) should be 
doubly interesting to them: it should 
alert them to possible areas of trouble 
in tax planning for clients, and impel 
them to give some thought to their own 
problems. Section 736 was one of the 
sections of the Code not discussed by 
the practitioners in their first report on 
Subchapter K, but analysed at some 
length in the revised report. 
Partnerships with substantial property 
holdings, as well as those whose earnings 
result primarily from the abilities of the 
partners, were pleased that Section 736 
gave them some definite rules for tax 
treatment of payments to a deceased or 
retiring partner—uncertainties or in- 
equities in this area being such a fruitful 
source of disharmony even long before 
death or retirement becomes a fact. Be- 
fore discussing the proposals of the ad- 
visory group for changes in these rules, 
we would like to review the present 
“three-tier” system for classifying such 
payments, discussed by Arthur B. Willis 
and Robert Farmer at 6 JTAX 79. This 
tier terminology is not found in the 
Code; indeed, Section 736 is a pretty in- 
volved bit of language, not readily in- 
telligible without reference to other sec- 
tions. Consideration of its various pro- 
visions as three different tiers, however, 
makes 


comprehension considerably 


easier. 


The three tiers 


The first tier comprises payments in 
liquidation of the interest of a retiring 
or deceased partner in the partnership 
property. Such payments are a return 
of the partner’s basis for his interest, 
and any excess is capital gain. These are 


the payments specified in Section 736(b) 
(1) (see adjoining box), and referred to 
by the practitioners group as “distribu- 
tions” or “736(b) payments.” 

In the second tier, as Messrs. Willis 
and Farmer used the terminology, are 
payments for goodwill. These are return 
of basis and capital gain if the partner- 
ship agreement did not require payment 
for it. The practitioners group refers to 
them as “distributive shares” or “736 (a) 
income” to the extent it is treated as 
ordinary income (when the partnership 
agreement doesn’t require payments for 
goodwill), or “distributions” or “736(b) 
income” when it is capital. 

The third tier is the remainder, 
referred to by the group as “distribu- 
tions” or “736 (a) income”; this is ordin- 
ary income, and not includible in the 
income of the remaining partners. The 
mechanics of this section are worked out 
by treating these payments as distribu- 
tive shares of income or guaranteed pay- 
ments. 


Group would add specific rules 

The group reported that in general 
it approved of the tax results obtained 
under Section 736, but that certain 
specific rules should be added to the 
Code to carry it out. “In general terms,” 
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they said, “Section 736 of present law 
provides that, when amounts are paid to 
a retiring partner or successor in interest 
of a deceased partner in liquidation of 
a partnership interest, the amount is 
subject to the ordinary distribution rules 
(i.e., it is a Section 736(b) payment) to 
the extent it is in exchange for the part- 
ner’s share of partnership property. 
[First tier.—Ed.] However, the amount 
paid may be in excess of the fair market 
value of this share of the property. This 
excess amount may be in lieu of rights 
which the retiring partner or successor 
would have had to partnership income 
in subsequent years as a result of his 
efforts in past years for which he has 
not yet been paid at the time of with- 
drawal from the partnership. Alterna- 
tively, this excess amount may be in the 
nature of ‘mutual insurance’ among the 
partners. In excess 
amount under present law is treated as 
a ‘distributive share of partnership in- 
come or as a guaranteed payment, i.e., 
as a Section 736(a) payment. [Third 
tier.—Ed.] There are two exceptions, 
however, to the general rules described 
above. First, a payment for the retiring 
partner’s or successor’s share of un- 


either case this 


realized receivables of the partnership 
is treated as a Section 736(a) payment 
rather than as a distribution. Second, a 
payment in exchange for the retiring 
partner’s or successor’s interest in good- 
will of the partnership [Second tier.— 
Ed.] is not considered to be a payment 
in exchange for his interest in partner- 
ship property unless the partnership 
agreement so provides. 

“Generally, amounts treated as a 
distribution result in more favorable tax 
treatment for the retiring partner or 
successor, since gain or loss is recognized 
to the recipient only to the extent it 
exceeds the basis for his interest in the 
partnership, and this amount is usually 
capital gain. The remaining partners re- 
ceive no reduction in their taxable in- 
come as a result of these amounts. On 
the other hand, an amount treated as 
a distributive share of partnership in- 
come (or guaranteed payment) results 
in more favorable tax treatment for the 
remaining partners, since such amounts 
reduce their subject to tax 
(either in the form of an exclusion or 
deduction). However, the retiring part- 
ner or successor must treat the amounts 


income 


received as ordinary income. 

“Your advisory group in general ap- 
proves of the tax results obtained under 
Section 736 but believes that certain 
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specific rules are needed in the applica- 
tion of this section. Two of the special 
rules proposed relate to the problem of 
how amounts are to be divided between 
the treatment accorded by _ Section 
736(a) and by Section 736(b). One of 
these rules [Discussed below.—Ed.] _re- 
lates to the liquidation of an entire 
interest within a 12-month period. . . 
Ihe other [Also discussed below.—Ed.] 
relates to the case where the payment 
made consists of both property and 
money. Still a third special rule is 
proposed for the case where a partner- 
ship begins to make Section 736 pay- 
ments to a retiring partner or successor 
and then subsequently is succeeded, for 
example, by another partnership, or 
another form of organization, which 
assumes this liability. 

“In addition to these special rules, the 
advisory group has suggested other 
changes. First, it is proposed that the 
present statute be clarified as to the time 
the amounts paid to a retiring partner 
or successor under Section 736(a) are to 
be treated as taxable income to the re- 
cipient and taken into account by the 
partnership. . The approach recom- 
mended ... is. to treat as Section 
736(a) payments those made with re- 
spect to items which would have been 
treated as ordinary income items at the 
date of the partner’s death had the part- 
nership been on an accrual accounting 
basis at that time. [Another] change 
recommended relates to the option in 
present law as to whether a payment 
for goodwill is to be treated as a Sec- 
tion 736(b) payment or as a 736(a) pay- 
ment. It is believed that this should not 
necessarily depend upon a specific pro- 
vision in the partnership agreement so 
long as there is agreement among the 
partners (present and former) on this 
point. 


When is 736 income taxable? 


Suppose it is clear that an amount 
is taxable income to the deceased or re- 
tiring partner either because it falls in 
the third tier, or if second tier (good- 
will), payment was not required by the 
agreement. There is still the difficult 
question of when it is taxable to the re- 
tiring or deceased partner and deduct- 
ible by the other partners. The practi- 
tioners group would put into the Code 
the definite rule that they are taken into 
account as of the last day of the tax- 
able year of the partnership in which 
they are paid or become payable. 


However,” the group continues, “an 


exception to this rule is provided where 
the amounts are paid or become pay- 
able on or before April 15 (or the cor- 
responding time in the case of a fiscal 
year) of the year following the close of 
the taxable year of the partnership with 
respect to which the amount is deter- 
mined. In such cases, the amount is to 
be taken into account as of the end of 
the partnership year with respect to 
which the amount payable is determined. 

“The reference to the taxable year of 
the partnership with respect to which 
the amount ‘is determined’ means the 
year of the partnership in which an 
amount to be paid becomes fixed or 
determinable. Thus, if a Section 736(a) 
amount is to be paid to a retiring part- 
ner over a 10-year period, and the 
amount is to be 20% of the income of 
the partnership in the first of these 10 
years, the year with respect to which the 
amount ‘is determined’ is the first year 
of the 10-year period. However, in this 
case since the amount is paid over a 10- 
year period, most of it is neither in- 
cludible in the income of the retiring 
partner nor deductible by (nor treated 
as a distributive share of the income of) 
the partnership until the later years. 

“The advisory group believes that it 
is reasonable to provide for the amounts 
to be taken into account generally when 
they are paid (or become payable in the 
case of an accrual method taxpayer) 
unless this occurs shortly after the year 
in respect of which the payments are 
determined. In such a case it would ap- 
pear likely that the partners intended 
the amounts to be considered as a dis- 
tributive share with respect to such year, 
and, therefore, it is provided that the 
income in such cases is to be reportable 
as of the end of the year in respect of 
which it is determined.” 

The present Code requires treatment 
as ordinary income (distributive share, 
736(a) income or third tier, depending 
on your choice of nomenclature) of pay- 
ment to the retiring or deceased partner 
on account of unrealized receivables. In 
the group’s proposal, the report says: 
“This has been deleted and an excep- 
tion for accrual items substituted. The 
proposed subparagraph (A) provides that 
amounts not previously included in in- 
come, which would have been reported 
as ordinary income by the date of the 
death or retirement of a partner under 
an accrual method of accounting, are 
to be treated as coming under Section 
736(a). By ‘accrual’ method of account- 
ing is meant the concept of accrual ac- 
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SECTION 736(b)(1) 

Section 736(b)(1) specifies that 
“amounts payable in liquidation of 
the interest of a retiring partner or 
a deceased partner shall be con- 
sidered as payable in a distribution 
by the partnership, and not as a 
distributive share or guaranteed pay- 
ment under subsection (a), to the 
extent that, under regulations pre- 
scribed by the Secretary or his dele- 
gate, such amounts (other than 
amounts described in paragraph 
(2)) are attributable to the interest 
of such partner in partnership prop- 
erty. (2) For purposes of this sub- 
section, amounts attributable to an 
interest in partnership property 
shall not include amounts payable 
with respect to (A) income or gain 
accruable at the date of death or re- 
tirement of a partner not previously 
includible in gross income under the 
method of accounting used by the 
partnership, to the extent such in- 
come or gain would be treated as 
other than an amount received from 
the sale or exchange of capital assets 
(except that where an item of in- 
come or gain is of a type which 
would be eligible for a long-term 
contract method of accounting, the 
amount accruable at the date of 
death or retirement of a partner 
shall be determined under regula- 
tions prescribed by the Secretary or 
his delegate), or (B) goodwill of the 
partnership, except to the extent 
that the partners agree that an 
amount is to be paid with respect 
to goodwill.” 











counting generally recognized as a stand- 
ard method of accounting. This is not 
intended to require the following of a 
broad accrual concept, such as that re- 
quired by the court in Helvering v. 
Estate of Enright, 312 U.S. 636 (1941). 
An exception to this proposed rule is to 
be made in the case of items of income 
or gain of a type eligible for a long-term 
contract method of accounting. In such 
cases the amount considered as accruable 
at the date of death or retirement of the 
partner is to be determined under regu- 
lations.” 


Change in goodwill rule proposed 
Considerable publicity has been given 
to the necessity that the partnership 
agreement so provide if the partners 
want to make payments to a retiring or 


2 28422 24 a2 cet 


& @ «des ete pits 


#2226 @e4 2 228 








114 ° 


The Journal of Taxation 


deceased partner on account of his share 
of the goodwill of the firm and have it 
treated as capital gain. The practitioners 
this 
could work such hardship 


group would remove rule which 


if through 
the 
was not properly covered in the agree- 


ignorance or inadvertence matter 
ment. 
orp” 


agreement among the remaining part- 


the group says, “there is an 
ners and the retiring partner (or suc- 
cessor in interest of the deceased part- 
ner) to treat payments for goodwill as 
subsection (b) payments, your advisory 
group sees no reason why it is necessary 
that this be a part of the partnership 
agreement. It, therefore, has changed a 
reference to ‘the partnership agreement’ 
in subsection (b)(2)(B) so that it refers 


to an agreement among the partners.” 


Payments within 12 months first tier 


Of course, a major difficulty in plan- 
ning payments to a retiring or deceased 
partner to come within the first tier (that 
is, for property, and to be treated as re- 
covery of basis and capital gain), is the 
possibility of disagreement with the IRS 
over the fair value of the property. The 
group would provide “insurance” 
all 


months to be treated as first tier. 


by 
permitting payments within 12 
“Problems have arisen under present 
law,” the group says,” where partnership 
agreements have provided for a single 
payment (or perhaps two or three pay- 
ments within a short period) in liquida- 
tion of the interest of a retiring or 
deceased partner with the expectation 
that the ordinary distribution rules 
would apply. However, if upon audit 
the payments made in liquidation of the 
interest are held to be in excess of the 
fair market value of the interest in part- 
nership property being liquidated, it can 
be contended that part of this payment 
is properly classified as a Section 736(a) 
payment. This is true even though this 
was not the intention of the partners and 
will result in substantially different tax 
treatment for the remaining partners 
and retiring partner (or successor in in- 
terest of the deceased partner) than was 
originally contemplated. 
believes that 
when the agreement provides for a single 


“Your advisory group 
payment, or several payments within a 
short period, the parties ordinarily do 
not intend the payments to include a 
share of partnership income, to be re- 
ceived as mutual insurance or otherwise. 


Therefore, it is proposing that a rule 
be added to Section 736 providing that 


August 1958 


where all the amounts in liquidation of 
the interest of a retiring or deceased 
partner are payable within a 12-month 
period, this entire amount is to be 
treated as a distribution by the part- 
nership [i.e., first tier.—Ed.]. However, if 
the amount received is greater than the 
value of the former partner’s share of the 
partnership property, this excess may be 
treated as an amount coming under sub- 
section (a) [ordinary income.—Ed.] if the 
partners (including the retiring partner 
or successor) so agree.” 


Money and property received 


“Problems have arisen under present 
law,” the group says, “as to the applica- 
tion of Section 736 where the liquidat- 
ing payments are made partially in 
money and partially in other property. 
The problem which arises is whether 
the money is to be considered as com- 
ing under Section 736(a) [ordinary in- 
come.—Ed.| and the other property as 
coming under Section 736(b) [capital.— 
Ed.|, or whether the money and other 
property are to be allocated pro rata 
to subsection (a) and (b). The advisory 
group is recommending an allocation 
rule which provides that any money re- 
ceived by the recipient is first to be 
considered a subsection (a) amount, and 
only any excess of the money over the 
amount considered as coming under sub- 
section (a) is to be classified as coming 
under subsection (b). Not only does this 
rule provide simplicity, but it also avoids 
the possible creation of artificial gain or 
loss which might result if property hav- 
ing a value different from its basis is 
considered as a subsection (a) amount. 
Such gain or loss would be artificial to 
the extent that money is simultaneously 
being paid or accrued as a subsection 
(b) amount.” 


Successor to a partnership 

“Under present law,” the group said, 
“questions have been raised as to pay- 
ments which are made by an organiza- 
tion which, if it were the original part- 
nership, would have been classified as 
Section 736(a) payments. The Regula- 
tions have dealt with one variation of 
this problem by providing that in the 
case of a two-man partnership where 
one partner retires or dies, the partner- 
ship is considered as continuing as long 
as Section 736 payments are being made. 
(This paragraph is in no way intended 
to impair this rule in the Regulations 
on two-man partnerships since that rule 


has other efiects in addition to that 





mentioned here). However, there 


also other variations of this problem 


are 


which are not dealt with by the Regu- 
lations. For reasons wholly apart from 
the withdrawal of the retiring or de- 
ceased partner, the partnership may be 
terminated after it has begun making 
Section 736(a) payments. In such a case, 
its business may be carried on by another 
partnership, a proprietorship, corpora- 
tion, 
Present law does not indicate the treat- 
ment to be available in such cases. Your 


or, possibly, a trust or estate. 


advisory group sees no reason why such 
a successor, if it has assumed a binding 
obligation to make what were formerly 
classified as the Section 736(a) payments, 
should not have the same treatment as 
would have been accorded the former 
partnership. Nor does it see why the 
character of the payments should change 
as far as the recipient of them is con- 
cerned merely because of a change in 
the payor. This section is not intended 
the 
736(a) payments which have been as- 


to authorize deduction of Section 
sumed voluntarily, as for example, upon 
the termination of the business of a part- 
nership followed by an assumption of a 
pre-existing Section 736 liability to a 
former partner by such former partner's 
son who is simply a volunteer having no 
connection whatever with the partner- 


ship business or assets either before or 
after the termination.” vy 





Family 
ment contracts upheld. 
the principal stockholder in a corpora- 


Taxpayer was 


tion which did both on shore electrical 
contracting and electrical contracting for 
ships. To avoid labor troubles, it was 
decided in 1944 to give the maritime 
work to a partnership of the stockholders 
of the corporation. The partners’ inter- 
ests were in the same proportion as their 
interests in the stock of the corporation. 
Taxpayer transferred most of his interest 
in the partnership to trusts for his wife 
and daughter with himself as trustee. 
The court holds the partnership valid, 
citing the careful observance of the part- 
nership forms, the business need for the 
capital transferred to the trusts and the 
demand by and payment to one of the 
trust beneficiaries of her share of trust 
funds. The creation of the trust was no 
anticipatory in- 
there was a considerable risk in 


mere assignment of 
come; 


the business. Nor has the Commissioner 
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the right to allocate the income among 
the partners where, as here, the income 
was distributed in proportion to the 
capital contributions of the partners, in- 
cluding the trusts. Drechsler, DCN. Y., 
1/18/58. 


Partnership of wives invalid; husbands 
were in control. Taxpayers transferred 
their stock in a construction company 
to their wives. The wives liquidated 
the assets and formed an alleged part- 
nership for the purpose of renting the 
construction equipment and selling 
gravel to a new partnership formed by 
their husbands. The Tax Court found 
that taxpayers exercised complete con- 
trol over the assets which had been 
owned by the corporation and had been 
ostensibly distributed to the wives. Since 
the husbands never intended to give 
away the ownership and control over 
the assets, the partnership of wives is not 
valid for tax purposes. Similarly, alleged 
gifts by the wives to their children of 
some 19 trucks received on liquidation 
of the corporation were held to be with- 
out substance where taxpayers main- 
tained unrestricted control over their 
use. This court affirms. The arrangement 
lacked economic reality. Finley, CA-10, 
t/23/58. 


Unreported income received by partner 
attributable to partnership. Three 
brothers carried on a wholesale business 
in fountain pens as a partnership. Large 
quantities of pens were sold to one 
customer who, in addition to paying the 
firm the regular invoice price, also paid 
one of the partners who did all of the 
selling cash “royalties” amounting to 
over $242,000. Although none of the 
“royalties” was entered on the firm’s 
books, the court finds they were re- 
ceived on behalf of the partnership and 
were taxable to the partners in the 
ratio of their partnership interest. Starr, 
TCM 1958-50. 


State law on family partnerships not 
controlling. The fact that a husband- 
and-wife partnership is invalid under 
state law does not necessarily prevent 
recognition of the partnership for tax 
purposes. Rev. Rul. 58-243. 


Sisters not members of family partner- 
ship. Taxpayer contended an interest in 
a family partnership was_ beneficially 
owned in equal shares by him and his 
two sisters, even though the interest was 
on record in the name of taxpayer. The 


court finds the sisters rendered no serv- 
ices whatsoever to the business nor did 
they make any capital contribution 
either by gift or otherwise. It also finds 
taxpayer did not hold the interest in 
trust for the benefit of himself and his 
sisters. Accordingly, taxpayer must in- 
clude in his income his full share of the 
‘partnership profits. However, with re- 
spect to interest received on notes of tax- 
payer’s father, the court concludes each 
of the sisters did own a one-third in- 
terest in the notes, so that taxpayer was 
taxable on only one-third of the interest. 
Neil, TCM 1958-88. 


Trusts were bona fide partners. Tax- 
payers each owned a one-sixth interest 
in a partnership manufacturing clothing. 
Neither rendered services to the part- 
nership. Each created trusts for the 
benefit of members of their families, and 
transferred $52,000 to the trusts from 


Taxation of partnerships + 115 


their capital accounts. A new partner- 
ship agreement recognized the trusts as 
limited partners. The lower court found 
that the gifts were absolute and the 
trusts were partners. The control over 
the business by taxpayers is not sig- 
nificant since limited partners have no 
part in the control or management of 
the partnership business. This court 
affirms. Dickstein, CA-3, 5/29/58. 


Jury finds husband-wife partnership 
valid. A jury holds taxpayer’s husband- 
wife partnership valid for tax purposes. 
This equal partnership was the succes- 
sor to a corporation in which the tax- 
payer husband owned most of the stock. 
There was conflicting evidence as to 
whether taxpayer’s wife had contributed 
both capital and services to the busi- 
ness. The charge to the jury, however, 
gave intent as the test for validity of a 
partnership. Lee, DC S. D., 4/23/58. 


(ew trusts & estates deci 








Trustees’ commissions not deductible by 
beneficiary. Taxpayer was the beneficiary 
of a trust which terminated. After ter- 
mination, she personally paid to the 
trustee the fee he earned during the 30- 
year term of the trust. The court denies 
her a deduction for the payment. The 
services were rendered to the trust and 
the fee should have been paid out of 
corpus before distribution. Est. of Drew, 
30 TC No. 30. 


“65-day rule” bars deduction for income 
accumulated during litigation. Income 
accumulated by a trust and not distrib- 
uted pending the outcome of litigation 
cannot be taken as a deduction by the 
trust under the “65-day rule” of the 1939 
Code, Section 162(b), where distribution 
occurred more than 180 days subsequent 
to the close of the taxable year in which 
the income had been earned. Trust of 
John Walker, 30 TC No. 24. 


Basis determined under gift rules, 
though donor retained some interest 
[Acquiescence|. Taxpayer was a_ bene- 
ficiary of an irrevocable trust of real 
property made in 1928, but the grantor 
had reserved a life interest and the right 
to change the named beneficiaries. When 
the grantor died in 1944, he had not 
changed the beneficiaries. The trust 
ended and distributed its property, the 
taxpayer receiving an undivided one- 
fifth interest. This interest he sold the 


following year. The Commissioner 
claimed that the basis of the property 
was the value at the date of death be- 
cause the grantor retained control until 
then. The court holds that the Commis- 
sioner’s argument is applicable to a re- 
vocable trust only. The 1928 transfer was 
an irrevocable gift, and the rules as to 
the basis of gift property apply. The 
basis for computing loss was basis in 
the hands of the grantor at the time 
he made the gift in 1928, even though 
the basis was less than the fair market 
value of the property in question at that 
time. Post, 26 TC 1055, acq. IRB 1958- 


4 


Trust beneficiary appointed income to 
charity; no deduction for trust. Tax- 
payer trust was created by the will of a 
father who gave his son the right to di- 
rect by his own will to whom the corpus 
of the trust should be given. The son 
appointed a charity. Because of litiga- 
tion, distribution was delayed and the 
charity received both the corpus and in- 
come earned thereon. The trust claims 
a charitable deduction for the income 
so paid. The court denies the deduction; 
the trustee under the father’s will can- 
not claim charitable deductions upon 
exercise of the power under the son’s 
will. It was the son’s will which had the 
effect of irrevocably setting apart the 
gift to charity. Trust of John Walker, 30 
TC No. 24. 


Other trust & estate decisions on page 83 
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NEW DEVELOPMENTS IN 


Fraud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





Bar group proposes 8-year statute 


on civil fraud; would protect executors 


N° ONLY IS THERE no statute of 
limitations on fraudulent returns; 
the burden of proving the Commis- 
sioner’s deficiencies wrong rests on the 
taxpayer. The Taxation Section of the 
American Bar Association thinks that 
this is too hard on the taxpayer. An 
eight-year statute was one of the 
changes in the Code proposed by the 
Section, approved by the ABA and 
presented to the House Ways and Means 
Committee. 

The Section’s explanation of the 
change pointed out that: 

“At the present time there is no 
statute of limitations on the assessment 
of deficiencies where returns which are 
held to be fraudulent have been filed. 
This not only means that so much of 
the deficiency as is held to have been 
due to fraud may be assessed at any 
time, but also means that the assessment 
resulting 
fraudulent transactions is not barred by 


of deficiencies from non- 
any statute of limitations if there is a 
single fraudulent item in the return. 

“There is, however, a statute of limita- 
tions on the criminal prosecution of a 
taxpayer accused of criminal tax evasion, 
and that statute of limitations is six 
years. The legislative policy which re- 
quires a statute of repose for criminal 
prosecutions also requires a statute of re- 
pose for civil purposes. 

“The 


statute of limitations is not that time 


policy behind the criminal 
cleanses a man of his sins. The policy is 
based on difficulties of proof incident to 
the passage of time, such as indistinct 
memories, lost and destroyed records, 
and the like. These same difficulties are 
just as real and troublesome in a civil 
case as in a criminal case, with the differ- 
ence that they can do a defendant more 
harm in a civil case because of the Gov- 
ernment’s lighter burden of proof. 

“At the present time, no taxpayer can 
destroy his financial 
records, including his canceled checks, 


with assurance 


merely because they are five or six or ten 
years old. A business may not destroy 
its invoices and other original records 
merely because a large number of years 
has elapsed. The reason is that there is 
no statute of limitations to protect a 
taxpayer if his records have been de- 
stroyed, in the event that a later charge 
is made by the IRS that one of his early 
returns was fraudulent. 

“Even more serious is the fact that 
records may be lost or destroyed by 
accident, and memories will certainly be- 
come dim with the passage of time. 
Much in the nature of defense can be 
lost if fire destroys records, or when a 
valuable witness’s memory becomes dim. 





Also, as time goes on some witnesses are 
certain to pass away and their testimony 
be lost. Even the taxpayer himself may 
die, thus removing him both as a witness 
and a guide to possible evidence, but 
this does not insure that a claim of fraud 
for some earlier year may not be made 
as a basis for opening the statute of 
limitations. 

“Now that tax rates are permanently 
at a much higher level, the threat of 
ruinous assessments over a long past 
period when time has destroyed evidence 
is serious and should be removed. 

“The cost of this amendment to the 
Government undoubtedly will not be 
large. The great majority of fraud cases 
come to light in the course of civil audit 
brought within the normal limitation 
period of three years. Few successful tax 
frauds, particularly of any size, are dis- 
covered more than eight years after the 
return was filed. In any event, where a 
return was actually filed and the Gov- 
ernment put on notice that an audit 
should be made, it does not seem unfair 
to limit the Government’s time to com- 
plain it was defrauded.” 


Executor of fraudulent decedent 


Another area in which the Taxation 
Section thinks change is desirable would 


be to free a fiduciary who in good faith 
distributes the estate assets from the 
possibility of liability if, after the ex- 
piration of the ordinary statute of 
limitations, deficiencies are asserted for 
years opened because of the defendant's 
fraud. The addition to the Code, ap- 
proved by the House of Delegates of the 
ABA and presented to the Ways and 
Means Committee, would provide: 

“Any fiduciary may request in writing 
of the Secretary or his delegate that all 
income taxes of the decedent or grantor, 
as the case may be, for all taxable years 
ending prior to or with the date of 
death or transfer, be assessed within 18 
months or within the period prescribed 
by Section 6501(a), whichever expires the 
later. The personal liability of the fidu- 
ciary on account of distribution made 
after the expiration of that period shall 
be confined to assessments made within 
that period, except that if the Secretary 
or his delegate can establish by a pre- 
ponderance of the evidence that the 
fiduciary had actual knowledge that any 
return of the decedent or grantor was a 
fraudulent return or that the decedent 
or grantor fraudulently failed to file a 
return for any period for which due, 
this sentence shall not apply.” 

The Section points out that “under 
the present law, an executor or trustee 
who distributes assets of the estate be- 
comes personally liable for taxes which 
may be due at the time of the distribu- 
tion. If, unknown to the executor or 
trustee, the decedent filed a fraudulent 
income tax return, no statute of limita- 
tion runs which would bar the Com- 
missioner from asserting a deficiency 
against the executor or trustee for per- 
sonal liability after he had distributed 
the assets. 

“The 


allow the executor or trustee to protect 


proposed amendment would 
himself by asking for a release from this 


liability prior to making distribution.” 
y |} { 


New decisions 





Understatements due to negligence, not 
fraud; unsigned return not a proper 
filing. Although taxpayer’s books and 
records from his lumber business were 
inadequate, the court finds his under- 


statements of income over the years 
1945-1948, as shown by a net worth 
computation, to be due to negligence, 
rather than fraud. The court was im- 
pressed with taxpayer's frank and candid 
testimony, his demeanor on the witness 











faith 
| the 
e ex- 
e of 
d for 
lant’s 

ap- 
»f the 
and 


riting 
at all 
intor, 
years 
te of 
in 18 
ribed 
es the 
fidu- 
made 
shall 
yvithin 
retary 
\ pre- 
t the 
it any 
was a 
edent 
file a 
due, 


under 
rustee 
te be- 
which 
stribu- 
or or 
lulent 
|imita- 
Com- 
ciency 
r per 
ibuted 


would 
protect 
m this 


on.” 





re, not 


proper 
-s and 
Ss were 
under- 
years 
worth 
igence, 
‘as im- 
candid 
witness 


stand and the fact that he lived in a 
rural section where it was difficult to 
obtain competent accounting services. 
Since the returns were not fraudulent, 
the deficiencies for the years 1945, 1946 
and 1948 are held barred by the statute 
of limitations. With reference to 1947, 
the return was unsigned and, therefore, 
ineffective to start the running of the 
statute of limitations or to prevent the 
imposition of negligence penalties for 
failure to file a proper return. Deese, 
ICM 1958-89. 


Fraud penalty and net worth deficiency 
sustained. After an extensive review of 
the record, this court affirms the imposi- 
tion of fraud penalties based on large 
net worth deficiencies. Taxpayer had 
shown no non-taxable source to explain 
the net worth increase. He had numer- 
ous business ventures which were likely 
sources of unreported income. Stephens, 
CA-10, 4/4/58. 


Taxpayer criminally convicted escapes 
civil penalty. Taxpayer had pleaded no 
defense to a criminal tax evasion charge 
and here faces the civil deficiency for the 
years involved. The court finds there 
was no fraud and, therefore, that the 
statute of limitations bars a deficiency. 
While taxpayer’s inadequate records may 
show negligence, the court notes that 
during those years it was difficult to pro- 
cure competent accounting help in tax- 
payer’s area. The no-defense plea in the 
criminal case was entered before his 
records were analyzed by an accountant. 
Broadhead, DC Miss., 4/25/58. 


To prove fraud Commissioner must pro- 
duce returns or evidence of contents. Re- 
construction of a gambler’s income for 
the period 1942-1948 by the net worth 
method revealed a consistent and con- 
tinuous practice of underreporting sub- 
stantial amounts of income. However, 
since the Commissioner destroyed re- 
turns for 1942-1944 in the ordinary 
course of administration, and was unable 
to supply the allegedly fraudulent re- 
turns or adequate evidence of their con- 
tents, the court holds he has not sus- 
tained his burden of proving fraud for 
those years. As to the years 1945-1948, 
for which returns were available, fraud 
penalties are sustained. Baum, TCM 
1958-96. 


Concealment of funds to avoid detec- 
tion by underworld a “lame” excuse. 
A reason given for having received un- 


reported money in the names of others 
was that taxpayer had been “kidnapped 
by the underworld” and did not want it 
known that he had money. The court 
finds this at best a “lame” excuse in view 
of his large-scale gambling and imposes 
fraud penalties. Factor, TCM 1958-94. 


Unexplained disbursements of wholly 
owned corporation taxed to stockholder. 
Taxpayer was the sole owner of two 
Canadian corporations organized to buy 
mining stock and sell it to his stock 
promotion organization in England. The 
court finds the English organization re- 
mitted stock sale proceeds to nominees 
of taxpayer and to the Canadian corpo- 
rations, which disbursed them to tax- 
payer. Since taxpayer kept no records 
and completely controlled and domi- 
nated the disbursement of all funds from 
his interests, all disbursements of the 
Canadian corporations in excess of 
actual expenses are held to have been 
made to taxpayer or to others for his 
benefit and are included in his gross in- 
come. Factor, TCM 1958-94. 


Understatement of business income 
fraudulent. Partners in a used auto busi- 
ness are held taxable on cash personally 
received from sale of autos which were 
not recorded on the business books and 
which were in addition to the amounts 
at which the autos were invoiced to cus- 
tomers. Also, sums so received by the 
partners in payment for autos sold by 
a controlled corporation are held to be 
taxable dividends to them. Since the 
understatements of income are found to 
be pursuant to a regular pattern of con- 
duct, the court sustains the fraud penal- 
ties. Estate of Ginsberg, TCM 1958-95. 


Fraud not proved despite unrecorded 
deposit [Acquiescence]. Taxpayer oper- 
ated a soft drink bottling company as a 
sole proprietorship. The Commissioner 
alleged that numerous and comparative- 
ly large deposits made by taxpayer in a 
personal bank account, the sources and 
nature of which were not recorded or 
accounted for, were unreported income. 
Since taxpayer had the burden of show- 
ing that the deposits were not income, 
and he did not successfully meet that 
burden, the deficiencies are upheld. 
However, the court points out that the 
Commissioner had the burden of prov- 
ing fraud, and the mere showing that 
there was a failure to report as income 
items which could in some part have 
been either income or non-income items 
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does not establish that, by reason of their 
omission, the returns were false and 
fraudulent with intent to evade tax. 
Jones, 29 TC 601, acq. IRB 1958-21. 


Stockholders fraudulently diverted cor- 
poration’s earnings through forgery [Cer- 
tiorari denied}. Taxpayers here had been 
convicted of filing false corporate re- 
turns. They were stockholders of a cor- 
poration which forged City of St. Louis 
cigarette sales tax stamps on cigarette 
packages. Taxpayers charged the cus- 
tomers the total legal tax and by use of 
a counterfeit dye falsified the record: 
given to the city and turned in only the 
amount collected by check. The cus- 
tomers of the corporation paid part of 
the fee by check (that amount was prop- 
erly accounted for) and part in cash 
which the stockholders kept. The Eighth 
Circuit found no error in the trial 
below and affirmed the conviction. 
Giardano, cert. den., 6/2/58. 


Reverse tax evasion conviction based on 
improper deduction of capital charge. 
In an unusual indictment, defendant 
was found guilty of filing a fraudulent 
return for his corporation which claimed 
a deduction in 1950 for a capital im- 
provement made in 1952. This court 
reverses. The jury was allowed to base 
its finding of guilt on the issue of 
whether the expenditure should be 
capitalized rather than expensed. This 
was a Close question which could not 
support a finding of criminal intent. 
The court also reversed on another 
count involving the personal return. The 
indictment charges failure to report the 
gain on sale of his residence. But de- 
fendant testified to substantial improve- 
ments which increased his cost, so that 
there was no gain. The Government 
failed to carry its burden in rebutting 
this testimony. Small CA-1, 5/22/58. 


Joint net worth statement does not 
prove wife’s fraud. The court holds the 
Commissioner failed to prove fraud 
against a married woman by joint net 
worth statement and subtracting the hus- 
band’s reported income to prove a de- 
ficiency in respect of her separate tax 
liability. Accepting, arguendo, the joint 
net worth statement, there is no proof 
of the accuracy of the husband’s return. 
The Commissioner attempted to justify 
the joint net worth statement by point- 
ing out the difficulty in determining 
whether the income was taxpayer’s or 
her husband’s. Accardi, TCM 1958-90. 
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The collapsible fund-raiser: new 


litigation may clarify “substantial” income 


7 IRRESISTIBLE CHARM of Capital 
gains causes collapsible corporations 
(or at least noble attempts in that direc- 
tion) to turn up in the most unexpected 
places. 

Most 


area have involved corporations active in 


cases decided to date in this 
real estate operations. However, the ap- 
plication of the section is not limited to 
any particular industry. Currently we 
see the Commissioner is contending, as 
indicated by a petition in the Tax Court 
(Gans, Docket No. 72648), that a corpo- 
business of conducting 


ration in the 


fund-raising campaigns for charitable 


organizations was a collapsible corpo- 
ration. 

In this case, the corporation’s entire 
operation consisted of the purchase and 
mailing of advertising materials to pros- 
pective donors whose names were se- 
cured from rented mailing lists. In April, 
1952, a 
National Kids’ Day Foundation to solicit 
behalf of 


in consideration for which the corpora- 


contract was entered into with 


funds on the foundation and 


tion was to be compensated by an 
amount measured by the number of en- 
closures mailed and the number of re- 
sponses. Some eight months later all the 
outstanding stock of the corporation was 
sold to an unrelated third party. 

The issues to be resolved, apparent- 
ly, are whether the corporation realized 
a “substantial” part of the taxable in- 
the 
foundation contract at the date of the 


come to be derived by it from 
sale and, secondly, whether the contract 
was a Capital asset. 

Although the Tax Court has never 
had occasion to decide either issue, in 
Levenson, D. C. Ala., 12/11/57, a district 
court held that a contract to acquire 
constituted a asset. 
the held that 


the realization of 51.37% of the corpo- 


trailers capital 


Furthermore, court also 
ration’s income prior to sale satisfied the 


“substantial” realization requirements 


and would avoid the penalty. The court 
began its opinion with an outline of the 
purpose of Section 117(m) of the 1939 
Code. (The collapsible corporation pro- 
visions are now Section 341 of the 1954 
Code.) 

“The legislative background of the 
the 
court said, “is an interesting commentary 


collapsible corporation — section,” 
on the continuing efforts of the Con- 
gress to plug up loopholes in the Rev- 
enue Act after their discovery and use by 
ingenious taxpayers. As originally en- 
acted in 1950, the collapsible section ap- 
plied only to corporations that manu- 
factured, constructed or produced prop- 
erty. It was clearly aimed at the motion- 
picture industry and the building trade; 
it did not apply to purchased assets. In 
1951, however, the Congress was alerted 
to the enlarged scope of the problems. 
By amendment, to extend the coverage 
of the section to the liquor industry, the 
tobacco industry, the cheese industry, 
and any other industry whose inven- 
tory appreciated with age, Congress 
added to the definition of a collapsible 
“formed or 


corporation, corporations 


availed of principally . . . for the pur- 
chase of property which (in the hands of 
the corporation) is “stock in trade, in- 
ventory or property held primarily for 
sale to customers in the ordinary course 
of business. .. . 

“The only property of the corporation 

at the of such stock 
which could possibly be construed to be 
Section 117(m) [the collapsible corpora- 
the 1939 Code.—Ed.]} 
assets were a contract to purchase the 
trailers from Robbins, together with the 
109 trailers on hand in inventory. 
It is quite obvious that, if the contract 
is not a Section 117(m) asset, the 70% 
rule of Section 117(m)(3)(B) makes: the 
collapsible section inapplicable. This 
section as amended provides: 

“This subsection shall not apply to the 


time of the sale 


tion section of 


gain recognized during a taxable year 
unless more than 70% 


attributable to the property so manu- 


of such gain is 


factured, constructed, produced or pur- 
chased; e 

“It is conceded that, if the contract to 
purchase trailers from Robbins was a 
capital asset, it could not be considered 
a Section 117(m) asset. Except as to the 
trailers in inventory on the critical date, 
it is clear that such contract was execu- 
tory. The courts have consistently held, 
and this court agrees, that an executory 
contract is a capital asset. 

“If the court is in error in the firm 
opinion that the undelivered trailers, 
title to which had not passed to the 
117(m) 
.. nevertheless, plaintiffs would 


corporation, were not Section 
assets .. 
be entitled to recover because, prior to 
the date of the sale of the corporate 
stock, the corporation had realized a sub- 
stantial part of the net income to be de- 
rived from the trailers described in such 
contract. 

“Considering the evidence relating to 
the sale by the new partnership of the 
1,700 the 
penses, including commissions, properly 
the 
corporation, the court finds that 51.37% 
of the net income to be derived from the 


remaining trailers and ex- 


allocable to such sales if made by 


trailers had been realized by the 
corporation. 

“No definition of ‘substantial’ appears 
in the collapsible section or elsewhere in 
the Revenue Act of 1939. Nor does the 
legislative history of Section 117(m) shed 
any light on its intended scope. 

“It is to be expected that the word 
‘substantial’ as used in the phrase ‘sub- 
stantial part of the net income’ will con- 
tinue to be a cause of interpretive diff- 
culty. Its counterpart is found in the 
Revenue Act of 1954 (26 U.S.C.A. Sec- 
tion 341(b)(1)(A)) in the phrase ‘a sub- 
stantial part of the taxable income.’ The 
Regulations promulgated by the Treas- 
Department both under the 1939 
Act as and under the 1954 
Act go so far in one place as to sug- 
gest that, until the yet unrealized income 
from property is insubstantial in rela- 
tion to the income that has been real- 


ury 


amended 


ized, the realization may not be regarded 
as having been of a substantial part of 
the net [taxable] income. 

“Adrian W. DeWind and Robert An- 
thoine, in the Columbia Law Review 
Vol. 56, No. 4, page 489, state: ‘It is 
understood, however, that the realiza- 


, 


tion of 50% of the taxable income from 
the property is regarded as substantial 


; 
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by the Service for purposes of advance 
rulings by the national office. But since 
no published ruling exists to that effect, 
it would appear that each field official’s 
view of what constitutes a substantial 
part may be made independently, based 
upon the circumstances of the particular 
case.” 

“It would appear that the problem is 
one for the Congress to resolve by 
amendment to provide a clear and ade- 


Can’t deduct for transfer of streets in 
company town. In 1902 taxpayer built 
a mill village around its plant, renting 
the homes to its workers. The streets had 
always been open as public thorough- 
fares. In 1950 taxpayer began to sell the 
homes to the workers. At the same time 
it formally dedicated the streets to the 
county commissioners, and claimed a 
contribution deduction. The court 
denies the deduction. The streets had 
been devoted to the public use for so 
many years the taxpayer no longer had 
any ownership interest to give away in 
1950. Woodside Mills, DC S. C., 3/26/58. 


IRS attack on “feeder” salaries paid 
fails; were reasonable when feeder was 
taxable (Old Law). At issue here was 
taxpayer's status as a tax exempt “feeder” 
organization for 1950 and prior years. 
For years after 1950 Congress withdrew 
the exemption for feeder corporations.— 
Ed.| There was no question that tax- 
payer's income was devoted exclusively 
to charitable purposes. However, the 
Government claimed that, by virtue of 
unreasonably large salaries and pension 
payments for its executives, taxpayer's 
earnings inured to the benefit of these 
individuals. The court noted, however, 
that, prior to the time taxpayer's stock 
had been acquired by the foundation, 
the IRS had, after extensive audits, ap- 
proved the salaries as being reasonable. 
Since the same tests of reasonableness 
would now be applicable in determining 
whether all income was devoted to 
charity, the court concludes the company 
is an exempt “feeder.” Enterprise Rail- 
way Equipment Co., Ct. Clms., 5/7/58. 


Foundation for employees of certain 
company exempt. Taxpayer-foundation 
was created to provide pensions for the 
employees of an investment company 
upon completion of 30 years of service. 
The court finds the foundation exempt. 


ew decisions on exempt institutions _ 


quate definition of its concept of ‘sub- 
stantial.” The disagreeable alternative 
is to leave the matter for definition by 
the cou.ts and local tax officials on an 
ad hoc basis in each case. 

“Giving to the word ‘substantial’ its 
ordinarily accepted meaning, it is in- 
conceivable to this court that the realiza- 
tion of more than 50% of the net in- 
come from the property should not be 
regarded as substantial.” w 


The settlor’s motives were unselfish; 
she owned only about 5% of the com- 
pany and was acquainted with only a 
few employees, and those casually. The 
court approves the foundation’s policy 
of accumulating income to provide an 
adequate pension for beneficiaries. 
Truscott, DC Penna., 4/1/58. 


Charitable deduction allowed for frac- 
tional interest in property. A contribu- 
tion to a charitable organization of an 
undivided present interest in a patent, 
or of an undivided fractional interest in 
improved property, qualifies to the ex- 
tent of its fair market value as a charit- 
able deduction for the year in which the 
property is contributed. Rev. Rul. 58- 
260; Rev. Rul. 58-261. 


Purchase of church bonds not a dona- 
tion. An amount paid for building bonds 
issued by a church is not deductible as a 
contribution; however, a subsequent gift 
of the bonds to the church would entitle 
the donor to a charitable deduction for 
their fair market value at the time of 
the gift. Rev. Rul. 58-262. 


Clergyman’s contributions to church pen- 
sion fund not a deduction. Payments 
made by clergymen to a pension fund 
administered by a church for their bene- 
fit are personal expenses and not de- 
ductible as charitable contributions. Rev. 
Rul. 58-264. 


Corporation exempt though organized 
to take advantage of oil deal. Taxpayer 
charitable corporation was formed as a 
community trust to purchase oil pay- 
ments (rights to payment out of future 
production) that a medical foundation 
did not want to carry through because 
of the possible liabilities. The Commis- 
sioner ruled taxpayer was primarily a 
profit-making oil enterprise and not 
exempt. In a brief statement of conclu- 
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sion (no opinion is reported) the court 
holds taxpayer exempt. The year at 
issue was 1953. Southwest Endowment 
Corp., DC Tex., 5/28/58. 


Civil Air Patrol members may deduct 
cut-of-pocket expenses. Non-reimbursed 
out-of-pocket expenses attributable to a 
personally owned aircraft, automobile 
and other equipment in performing vol- 
unteer services for the Civil Air Patrol, 
as well as expenditures for the purchase 
and maintenance of distinctive uniforms, 
are deductible as contributions “for the 
use of” the organization. No deduction 
is allowed, however, for any portion of 
depreciation, general maintenance or 
repairs of the vehicles, or insurance 
thereon. Rev. Rul. 58-279. 


May deduct contributions for inaugura- 
tion parade. Amounts contributed to a 
state fund to provide state units in a 
presidential inauguration parade are de- 
ductible as contributions to or for the 
use of a state, for exclusively public pur- 
poses. Rev. Rul. 58-265. 


Tax exempt organizations must file 
bond to defer installment gain. The re- 
quirement imposed by 1939 Code Sec- 
tion 44(d) for filing a bond in order to 
defer the gain on installment obliga- 
tions transferred at death is applicable 
though the recipients are tax exempt 
organizations. The 1954 Code has no 
similar requirement, but the new rule 
is not retroactive and does not affect 
bonds posted under the 1939 Code. Rev. 
Rul. 58-189. 


Trade show corporation not exempt. 
Members of a local chamber of com- 
merce interested in gift merchandise and 
housewares organized a non-profit cor- 
poration which, as its sole activity, stages 
an annual merchandise show primarily 
for promoting the interests of its mem- 
bers. The IRS rules it is not entitled to 
tax exemption as a business league since 
it is rendering particular services for in- 
dividuals, not seeking to improve busi- 
ness conditions generally. Rev. Rul. 58- 


224. 


Red Cross officer may deduct unreim- 
bursed expenses as contributions. Unre- 
imbursed travel expenses, including 
meals and lodging while away from 
home, paid by a member of the National 
Board of Governors of the American 
Red Cross are held to be charitable con- 


tributions. Cartan, 30 TC No. 28. 
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Reasonable compensation: planning 


should include willingness to litigate 


HETHER A PAYMENT IS compensa- 
W aon or a non-deductible corporate 
distribution is one of the most com- 
monly litigated tax questions. The dan- 
ger of a disallowed deduction threatens 
held 


corporation where the employees are 


almost every successful closely 


also shareholders or members of the 
family in control. 

J. C. Phillips, CPA and attorney in 
Canton, Ohio, recently analyzed the evi- 
dence that is most convincing to the 
courts and points up the significance of 
the most recent cases in this field. His 
comments, adapted from the Ohio CPA, 
follow: 

The present Code provision, Section 
162(a)(1), permits a deduction for a 
reasonable allowance for salaries or 
other compensation for personal services 
actually rendered. This section is a carry- 
over of Section 23(a)(1)(A) of the 1939 
Code. This limitation has been a part 
of the law 
1918; however, it had been used by the 


since the Revenue Act of 
IRS as an administrative rule practically 
from the time of the effective date of the 
income tax law in 1913. 


Test is reasonableness 

As stated in the proposed regulation 
Section 1. 162-7, the test of deductibility 
is whether the compensation payments 
are reasonable and are in fact payments 
purely for services. Whether a particular 
case meets this statutory test of reason- 
ableness is a question of fact to be de- 
termined for each case. 

The proposed regulation illustrates 
this test. In a situation where there are 
few shareholders and each draws a 
salary which is in excess of that paid for 
similar services and the cor- 
responds or bears close relationship to 
the shares owned, such excess may be 
treated as a distribution on the stock. 
The form or method of fixing compensa- 
tions is not decisive. The Regulations 


excess 


State that a contingent compensation 


plan to compensation 
should be allowed although the com- 
pensation is greater than what would 
ordinarily be paid. Case history shows 
that the device of contingent compensa- 
tion, including 


provide fair 


commissions or 
compensation based on percentage of 


sales 


profits, gives a little more leeway in ar- 
riving at a reasonable compensation. 
The Regulation defines reasonable com- 
pensation as “only amount as 
would ordinarily be paid for like services 
by like enterprises under like circum- 
stances. The circumstances to be taken 
into consideration are those existing at 
date when the contract for services was 
made, not those at date when the con- 
tract is questioned.” 

It is important to present to the In- 
ternal Revenue agent all the circum- 
stances. A finding of excessive compensa- 
tion means tax trouble. The 
corporation is denied the deduction and 
the officer include 


such 


double 
must the amount 
which he received. 

The burden of proof on _ proving 
reasonableness is, of course, on the tax- 
payer. The presumption that the Com- 
missioner’s findings are correct seems to 
be carried further in the reasonable 
compensation cases that are being de- 
cided today than in almost any other 
type of case. 


Importance of planning 

I believe that it is necessary to plan 
for the time that an agent may question 
an officer’s salary. The minutes of the 
corporation should show proper au- 
thorization by the Board of Directors re- 
citing in such authorization the reasons 
for his compensation. All contracts, 
papers, minutes and other documents 
and data can be evidence of the value 
of officer’s time. I suggest that we be 
formal as possible in arranging for the 
employment of an officer. 

The following factors have been con- 
sidered by the Commissioner and the 


courts in the determination of the rea- 
sonableness of compensation: 

1. Personal history and ability of the 
executive. Education; working exper- 
ience; age; circumstances under which 
he came with the firm; accomplishments 
during the year in question; these are 
best brought out by giving the officer 
every opportunity to display and de- 
scribe his abilities to the agent or to 
the court. 

2. Duties: Extent and scope; unusual 
skills required; time required and de- 
voted by the executive in the perform- 
ance of his duties; amount and character 
of the responsibilities; ease or difficulty 
of the position; profitableness to the 
employer of the services rendered; avail- 
able persons capable of performing the 
duties of the position. 

3. Comparative compensation: Salary 
paid for similar work by other firms of 
same size and under same circumstances; 
ratio of compensation to gross income 
and net income; salaries paid in prior 
years for same duties; relation of com- 
pensation to dividends. We should com- 
pare his salary with other executives in 
the same firm. Trade associations, court 
cases and competitors may aid in solving 
the problem. Perhaps we can prove that 
this is a unique case which warrants 
special consideration. 

4. Compensation plan: Employment 
contract—when made? at arm’s length? 
Does salary include compensation for a 
prior year? Is his salary based on a con- 
tingent compensation plan? Paid per 
resolution of the Board of Directors? 
Was resolution enacted before the be- 
ginning of the taxable year? 

5. History of employer: Nature of 
operations; how long has the employer 
been in business? Competitive position 
in the industry; history of gross sales, 
gross profits, net profits before and after 
taxes; record of dividends paid. 

6. Economic conds‘ions: Living condi- 
tions of the locality; working conditions; 
war conditions creating shortages of such 
personnel, causing long hours and other 
effects; inflation creating an increase in 
salaries. 

7. Stock ownership: Shares held by 
the executive; relationship with prin- 
cipal shareholders and his holdings to 
anticipate the possibility that a gift or 
a dividend will be charged; if dividend 
history is weak, explain why dividends 
were not paid or were at a minimum. 

The point is often made in tax cases 
that the fixing of salaries of the sole 
stockholder is not an arm’s-length trans- 
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action and, therefore, should be care- 
fully scrutinized. But as opposite to this, 
it would also appear the tax gatherers 
ought, in appropriate cases, to consider 
the fact that the sole stockholders often 
not only risk their capital and their 
credit, but also the loss of their time 
and effort, knowing full well that sal- 
aries of all the other employees must be 
paid before theirs, and to that extent 
their salaries are more or less contingent. 
Generally contingent compensation is 
expected to be larger than compensation 
that is fixed and definite. 


Uncertainty of payment 

\ factor which many people overlook 
is that an officer-shareholder of a closed 
corporation actually is on a contingent 
compensation plan. From your exper- 
ience you may recall your conferences 
with the shareholder-officers discussing 
this very point. Many times the princi- 
pal officers have to look at the credit 
position, the working capital position 
before paying themselves any salary 
over and above what would be a bare 
living wage. 


Limited dividend 


In Blue Ribbon Products Co., Inc., 
PCM 1956-158, the stock of the corpo- 
ration was owned by two principal offi- 
cers. They were paid according to a 
formula which provided for an equal 
division of net profits remaining, after 
deducting a 20% reserve to cover ex- 
pansion of fixed assets and working 
capital, 6% dividend on capital stock, 
and payment of all taxes. The corpora- 
tion was engaged in the business of 
buying and selling coffee. The two prin- 
cipal stockholder-officers had consider- 
able amount of experience in this busi- 
ness. 

The compensation was paid on an 
annual basis within 75 days after the 
end of the corporation’s fiscal year and 
was to be compensation for services ren- 
dered during the fiscal year then ended 
and was a liability to the corporation, 
as at the end of the fiscal year. During 
the course of the fiscal year, each could 
withdraw $375 per week and on occa- 
sion make other withdrawals. These 
withdrawals were carried on the books 
of the corporation as accounts receivable 
from the individuals, then at the end 
of the fiscal year the corporation would 
give to each of the officers a check for 
the total amount of compensation de- 
termined by this formula and then the 
individuals would reimburse the corpo- 
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ration for the amount withdrawn during 
the year. 

The total sales of this corporation for 
the fiscal years ended April 30, 1950 and 
1951 averaged about $1,800,000; gross 
profit averaged about $450,000; and tax- 
able income averaged about $74,000. For 
the fiscal year ended April 30, 1950 each 
‘of the officers was paid $60,870; for the 
fiscal year ended April 30, 1951 each 
was paid $50,074. The Commissioner 
determined the reasonable salary was 
536,000 for each officer in each year. The 
Tax Court decided that reasonable com- 
pensation was $45,000 to each for each 
year. 


L 


The court stressed the fact that the 
stock was owned by the two officers; 
there was no arm’s length bargaining, 
which in turn may indicate an intent 
to effect a distribution of earnings in the 
officers’ salaries. The court pointed out 
that the method used by the corpo- 
ration in computing officers’ salaries op- 
erated to put a ceiling on earnings avail- 
able for dividends. The formula differs 
from other types of contingent compen- 
sation methods because it incorporated 
the ceiling on the percentage of net 
profit which may become available to 
the common stock; also, the compensa- 
tion paid to the officers under this 
formula has a relationship to stockhold- 
ings because each officer owned 50% 
of the stock. Each officer was to receive 
50%, of the net earnings available for 
salaries under the formula and both 
officers had complete control of the 
corporation. 

In its presentation of its case the 
petitioner presented testimony of an 
expert witness who made a study of the 
trade in which the taxpayer is a mem- 
ber. However, the court said that “his 
analysis was general, it involved statisti- 
cal comparisons, and it did not present 
a specific comparison of petitioner’s ofh- 
cers’ services with services and salaries of 
executives of comparable concerns en- 
gaged in the same business.” On the 
other hand the IRS called two wit- 
nesses who testified specifically about the 
salaries paid to the presidents of two of 
the petitioner’s competitors and about 
the volume of business of each competi- 
tor. The court made an observation that 
in some cases contingent plans for com- 
pensating officers of corporations have 
been approved even though such plans 
result in compensation greater than 
perhaps otherwise would have been 
paid. The fact that there was a ceiling 
placed on dividends that could be paid 


appears to be the principal factor con- 
sidered by the court in not allowing 
the entire deduction claimed. 


Executive not in control 


In W. Horace Williams Company, 
Inc., DC La., 7/11/56, tried without a 
jury, the taxpayer’s deduction for a 
salary in the amount of $42,000 was re- 
instated after the Commissioner had 
allowed only $23,600. 

The court allowed the salary in view 
of the officer’s prominence, reputation 
and ability as a businessman, executive 
and engineering contractor; other fac- 
tors considered were his services and 
value to the corporation, the continuity 
of payment of his salary and its formal 
approval in advance of the taxable year 
by the Board of Directors without re- 
ference to his stock ownership or the 
profits of the corporation. The fact that 
he kept irregular office hours of his own 
choosing was offset by evidence showing 
that his services were not confined to 
periods in which he was at his office. 
The officer and his two sons owned 
40.39%, of the capital stock. He did not 
have control of the Board of Directors 
or the corporation’s stock either direct- 
ly or indirectly. 


Past unpaid services 


In K. & H. Realty Corp., TCM 1956- 
107, two officers owned all of the corpo- 
ration’s stock. Prior to the taxable year 
1950, salaries to each had been paid in 
six years since its organization in 1937, 
although the corporation had a net in- 
come in most of the years. No dividends 
had been paid in any year except for 
the distribution of the operating assets 
in 1948 to two new corporations. All 
available funds were reinvested. The 
corporate affairs were conducted very 
informally. No written record was made 
of the decision to pay each man a 
salary in 1950. During 1950 each drew 
$9,000 which was charged to a notes 
payable account. At the end of the year 
a journal entry was made relieving the 
notes payable account of $18,000 and 
charging the items as management fees. 
Income and FICA taxes were not with- 
held on these payments. In December, 
1950, the officers made payments to the 
corporation representing these taxes. 

The Commissioner claimed that these 
payments were non-deductible corporate 
distributions. He pointed to the lack of 
corporate authorizing these 
payments; that no dividends had ever 
been paid; that the payments were in 
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direct ratio to the shares held by each; 
that no withholding of taxes was made 
at the time of payments; and that the 
book entries were made in an ambiguous 
manner. 

The court did not believe that the 
lack of formal corporate minutes was 
so unusual where you have only two 
shareholders and officers. In fact, it said 
that suddenly having formal minutes 
authorizing the payments might create 
suspicion of “manufactured, self-serving 
testimony.” 

The court disposed of the no-dividend 
argument by referring to the distribu- 
tion of the operating assets to two 
corporations which in effect were dis- 
tributions of accumulated earnings in 
1948 and that the corporation had paid 
salaries in six of the 13 years prior to the 
taxable year. It pointed out that the 
petitioner “had something of a policy of 
paying salaries to its officers but no 
policy of paying dividends.” 

The court did not believe that the 
accounting for the payments was incon- 
sistent with the identification of these 
payments as compensation. The fact that 
the officers did pay the taxes which were 
to be withheld from the salaries indi- 
cated that they considered these pay- 
ments as salaries. 

In arriving at the conclusion that the 
amounts reasonable, the 


were court 


noted the testimony referring to a 
similar firm’s paying $6,000 per year to 
each of two men for similar duties. Also, 
it took into account past services for 
which no compensation had been paid. 

In Baltimore Dairy Lunch, Inc., (8th 
Cir. 4/12/56), 


played an important part in the allow- 


economic conditions 
ance of a deduction. The taxpayer ap- 
pealed from a district court’s denial of 
its claim for refund. In 1943 the corpo- 
ration paid its general manager $16,- 
621.68, whereas in none of the eight 
prior years did he receive more than 
$9,974. 
taxpayer a deduction in the amount of 
$7,600 in 1943. 
taxpayer's claim for refund. 


The Commissioner allowed the 
This court allowed the 
The only evidence offered by the 
Commissioner was that of its Internal 
Revenue agent who in his testimony be- 
fore the trial court admitted his lack 
of qualification to testify as an expert on 
the question of salaries in the restaurant 
business. 

The general manager testified that he 
had been in the restaurant business 
since 1902 and had performed all duties 
in this type of business. He showed 


how the increase in the volume of busi- 
ness in 1943, combined with the lack of 
competent help caused by war condi- 
tions, placed a great burden on him re- 
quiring longer working hours in order 
to keep the business operating satis- 
factorily. His testimony was corrobo- 
rated by a witness who had spent 30 
years in the restaurant business. 

In Hatfield Packing Company, TCM 
100%, 
of the capital stock of the taxpayer en- 


1955-264, four brothers owned 


gaged in the meat packing business. The 
Commissioner disallowed $4,250 to $12,- 
581 of 
$17,650 to $31,301 per man in the years 
1948, 1949 and 1950. Salaries were paid 
pursuant to a resolution passed prior to 


salaries which ranged from 


the beginning of the first year in ques- 
tion. The resolution called for a certain 
basic salary for each man and an addi- 
of the sales for 
the year to be divided as the manage- 


tional payment of 5% 
ment may agree; but provided the 5% 
portion could not reduce the net profit 
below $25,000. 

The men worked long hours. Very 
modest dividends were paid. In 1948 
and 1949 more than 63% of the net 
profit before salaries was distributed as 
compensation, whereas in 1950 it was 
more than 59%. 

The fact that the bonus was voted at 
the end of the year supports the con- 
clusion of the Commissioner that some 
parts of the distributions are non-deduc- 
tible. The court was not impressed with 
the argument that the salaries were not 


in the same ratio as the shares held. The 
fact that salaries paid are less than 
amounts authorized does not make 
them less excessive. In sustaining the 
Commissioner, the court noted that no 
evidence was introduced showing com- 
parative salaries in similar firms. 


Summary 


These are some of the court cases de- 
cided recently. The litigated cases are 
undoubtedly only a small fraction of the 
actual controversies since the factual 
nature of the question and the presump- 
tion of correctness enjoyed by the Com- 
missioner will encourage settlements to 
avoid the cost and uncertainty of suits. 

In any case where we feel that the 
salaries are getting somewhat high, we 
should warn the client of the risks that 
are inherent in the payment of unrea- 
sonably high salaries. I think that is 
part of the job of the accountant. If an 
agent submits his report disallowing 
compensation claimed and we are not 
successful at the appellate division level, 
we should seriously consider litigating 
the question in the courts, because fu- 
ture examinations are likely to follow 
the same course and salaries will be ad- 
justed accordingly. There is a tendency 
for the agent to follow the same pattern 
year after year, even though each year 
is supposed to stand on its own facts. It 
appears that in the majority of the re- 
cent cases decided by the courts, the 
petitioners have achieved fairly good 
results. 





Officers’ compensation a “class of deduc- 
tions” for EPT relief. A deduction by 
taxpayer for officers’ compensation is 


held to be a “class of deductions” for 
purposes of the excess profits tax. Since 
the deduction for this base period year 
exceeded 115% of the average amount 
of deductions of such class for the four 
previous taxable years, and taxpayer 
established that such increase was not 
a cause or consequence of an increase 
in income or a decrease in some other 
deduction, taxpayer is permitted to ex- 
clude the excess over 115% in comput- 
ing its average base period net income. 
Thompson-Hayward Chemical Co., 30 
TC No. 8. 


Payments to officer's widow qualify as 
“abnormal deduction.” Payments made 
by a corporation to the widow of its 


president are, for EPT purposes, a class 
of deductions separate and distinct from 
routine salaries and qualify as abnormal 
deductions in the base period, which are 
not a cause or consequence either of 
an increase in gross income or of a de- 
crease in some other deduction. Ryan 
Construction Corp., 30 TC No. 32. 


Denial by Tax Court of Section 722 
EPT relief nonappealable. Section 732 
of the World War II EPT prohibits ap- 
peals from Tax Court denial of Sec- 
tion 722 relief. Failure to mention this 
prohibition of appeal in the 1954 Code 
did not repeal it by implication. This 
court is not given jurisdiction for the 


appeal because the Tax Court decided 
the case on the ground of the timeliness 
of the claim, rather than on the merits. 
Brown Paper Mills, CA-5, 5/8/58. 
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Gross income from repairs cannot be 
reduced by “cost of goods sold.” In order 
to claim his parents, residents of a com- 
munity property state, as dependents, 
taxpayer sought to reduce his father’s 
gross income from a blacksmith and 
welding business below $1,200 by treat- 


1 


ig business expenses as cost of goods 
sold. However, the court holds that the 
father was not engaged in the business 
of manufacturing; he was merely render- 
ing repair and maintenance services. It 
follows that he had no cost of goods 
sold; his gross income was his total re- 
ceipts for services, and since his half of 
this community income exceeded $600, 
the father does not qualify as a de- 
pendent. Hahn, 30 TC No. 18. 


Father denied exemption for daughter 
living with former wife. Taxpayer, seek- 
ing a dependency exemption for his 
daughter who was living with his ex-wife, 


NEW DECISIONS ARISING 


Payments under post-divorce agreement 
are alimony. In 1924 taxpayer, in antici- 
pation of divorce, entered into a divorce 
trust agreement with her husband pro- 
viding for the support of herself and 
their minor children. Five days later tax- 
payer was divorced. In 1930 she entered 
into a new “property” agreement with 
her former husband, requiring him to 
pay her $11,000 annually in addition to 
the amounts due to her under the trust 
agreement. The payments are held to be 
includible in taxpayer’s income as ali- 
mony. They were made in discharge of 
a legal obligation arising out of the 
family or marital relationship under a 
incident to the 
divorce. The court also holds that the 


written agreement 
Commissioner is not estopped from col- 
lecting the tax here because he dis- 
allowed a deduction for the alimony to 
taxpayer's former husband. Heath, 30 
rc No. 31. 


incident to a 
divorce secured 14 years later [{Certi- 
orari denied|. Bernarr Macfadden mar- 
1913. In 1932 they 
into a separation agreement 


Separation agreement 


ried taxpayer in 
entered 
which provided for payments in lieu of 
alimony and specifically referred to a 
subsequent divorce action. Although he 
1933, 


began divorce 


proceedings in 


_ New decisions affecting individuals 


proved his own expenditures for his 
daughter, but failed to show the total 
contributed by others. The court denies 
the exemption on the ground that he 
failed to his expenditures 
amounted to more than 50% of the 


prove 


total cost of her support. Rennie, TCM 
1958-84. 


Gain recognized on land sold year after 
home. Taxpayer's principal residence 
was a property of 13 acres. He purchased 
a new residence and shortly thereafter 
in 1950 sold three acres on which the 
house was situated. The remaining 10 
acres of unimproved land were sold in 
1951 and no gain thereon was reported. 
The court holds the 10 acres cannot 
qualify for deferment as “property used 
by the taxpayer as his principal resi- 
dence” at the time of sale; the gain 
therefrom is recognizable. Five dissents. 
Bogley, 30 TC No. 40. 


FROM DOMESTIC STRIFE 


actual divorce did not occur till years 
later, and then in a different suit. Tax- 
payer argued that the payments she re- 
ceived under the 1931 agreement were 
not incident to the 1946 divorce. The 
Tax Court held that, since divorce was 
contemplated at the time of the agree- 
ment, payments made thereunder were 
“incident to” the subsequent divorce and 
were includible in the wife’s income as 
alimony. The Third Circuit affirmed. 
Macfadden, cert. den., 5/26/58. 


Payments by ex-husband are taxable in- 
come; were not for property split. Pay- 
ments made to taxpayer under a divorce 
decree are held to have been made in 
discharge of taxpayer’s former husband's 
obligation to support, and not for tax- 
payer’s property rights in their joint 
business. A characterization by the state 
court of the agreement as a property 
settlement agreement, not an alimony 
agreement, does not determine the tax- 
ability of the payments. The court notes 
that taxpayer understood that she was 
going to pay the taxes on the payments. 
Soltermann, DC Calif., 5/23/58. 


Payments for community property in- 
terest not alimony. An agreement be- 
tween taxpayer and his wife which was 
incorporated in the divorce decree pro- 
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vided for periodic payments to the wife 
and also provided for a waiver of any 
right to alimony. The court finds it was 


‘the intent of the parties that the pay- 


ments be for the wife’s interest in com- 
munity property. They were not de- 
ductible as alimony. Guggenheim, DC 
Calif., 5/19/58. 


State court decision not binding on IRS. 
The characterization by a state court of 
payments received by a divorced wife as 
being payments for her property rights 
and not alimony will not prevent their 
taxation as income. The facts do not 
reveal any property rights that the wife 
has or had. Rev. Rul. 58-192. 


Monthly installments of alimony to 
end within 10 years not “periodic.” A 
decree of divorce provided for $21,000 
alimony payable in monthly installments 
over 10 years and required the husband 
to assign two life insurance policies to 
the wife with the proviso that, when the 
cash surrender value became equal to 
the then-unpaid balance of the alimony 
judgment, the husband would be re- 
leased from any further alimony pay- 
ments. Since the cash surrender value of 
the insurance policies would necessarily 
reach an amount equal to the balance 
due well within 10 years, the court holds 
amounts received by the wife are not 
“periodic” alimony payments and are, 
therefore, not taxable to her. Attebery, 
TCM 1958-87. 

Alimony taxable though from hus- 
band’s tax-free funds. Alimony payments 
to taxpayer were made from either her 
former husband’s capital or his tax- 
exempt income. The source of payments 
was ruled immaterial by the Tax Court 
and the amounts are held constitution- 
ally taxable income of the wife. That 
there had been a prior proceeding in- 
volving the same payments did not bar 
the present action involving constitu- 
tional questions because these questions 
were not raised or considered in the 
prior case. This court affirms the Tax 
Court without opinion. Neeman, CA-2, 


5/27/58. 


Part of community income taxable to 
wife in year of divorce. Taxpayer and 
her husband were domiciled in Texas, 
a community-property state. They sepa- 
rated in April 1946 and were divorced in 
Decembr 1949. Because they were mar- 
ried for 11 months during 1949, the Tax 
Court held the wife taxable on 11/12 
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of one-half of the husband’s 1949 busi- 
ness income. In the absence of an agree- 
ment, prior to the divorce, dissolving the 
community of property, this was her 
community income. This court affirms. 
One dissent on the ground that the 
Commissioner should be required to 
prove the income was actually received 
during the 11 months. It is not proper 
to assume 11/12 of the total was re- 
ceived in 11 Sullivan, CA-5, 


5/26/58 


months. 


OTHER DECISIONS 


Non-deductible loss on sale of residence. 
The Tax Court disallows taxpayer’s loss 
on the sale of a residence he occupied 
for one year. This court affirms. Tax- 
payer said he abandoned the intent to 
occupy the home during the course of 
construction when he determined the 
cost would be more than he had antici- 
pated. Unable to find a buyer at that 
time, he contended his occupancy upon 
completion was only to facilitate sale. 
However, the Tax Court found that the 
home had never been devoted to income 
production. Seletos, CA-8, 5/7/58. 


Corporate officer can deduct unreim- 
bursed entertainment. Unreimbursed en- 
tertainment expenses incurred by a 
president of a corporation are allowed 
as deductions on his individual return; 
it is shown that he was also a salesman, 
and in order to earn additional commis- 


sion, it was necessary for him to enter- 


tain prospective customers. Harder, 
TCM 1958-97. 
Reliance on rumor not “reasonable 


cause.” As justification for his failure to 
file declaration of estimated tax for 1952 
and 1953, taxpayer, a lawyer, contended 
that he was never advised by the Bureau 
of the necessity of filing declarations al- 
though his earlier returns clearly dis- 
closed the omission. Taxpayer had filed 
a declaration in either 1943 or 1944, but 
he testified that he was under the im- 
pression there had been a subsequent 
change in policy so that declarations 
were not required when returns were 
filed prior to January 15. The court 
holds taxpayer did not use reasonable 
diligence in this matter and imposes the 
estimated tax penalties. Olshausen, TCM 
1958-85. 


State of liquor tax de- 
ductible by consumer. The tax imposed 
by the State of Washington upon the re- 
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tail sale of packaged liquor is deductible 
by the purchaser. It is a:deduction from 
adjusted gross income unless he elects 
the optional standard deduction. If the 
purchase is attributable to a trade or 
business, the tax is deducted in com- 
puting adjusted gross income. Rev. Rul. 
58-212. 


CPA advice doesn’t excuse failure to 
file tax estimate. Taxpayer's accountant 
told him not to file a declaration of esti- 
mated tax for 1950 because he had no 
taxable income for 1949. The court rules 
that taxpayer’s reliance on the account- 
ant is not reasonable cause for failure to 
file because there was no showing that 
the accountant was a qualified tax ad- 
viser. The court points out that the fil- 
ing requirement for estimated tax re- 
turns is controlled by the size of gross 
income, not taxable income. Ely, TCM 
1958-86. 


Penalties for failure to file estimated 
tax returns imposed on “farmer.” Tax- 
payers claimed that they did not have to 
file estimated tax returns because 2% of 
their income was derived from farming 
and thus, as farmers, they were excused 
from filing declaration. The court, hold- 
ing them liable for the penalties for 
failure to file, points out that their 
dividend, rent and interest income ex- 
ceeded 14 of their reported gross in- 
come. Gudgel, TCM 1958-83. 


Reliance on accountant not “reasonable 
cause” for failure to file. Taxpayer 
failed to file a declaration of estimated 
tax. He maintained that he relied solely 
on his public accountant to file a declara- 
tion and that the accountant simply 
failed to do so for one year. The Tax 
Court concluded, and this court affirms, 
that reliance on the accountant was not 
well placed since no proof was presented 
that he was qualified to advise taxpayer 
concerning tax matters. Penalties for 
failure to file and substantial under- 
estimation are upheld. Kaltreider, CA-3, 
5/21/58. 


Reimbursement of moving expense to 
new job is income. Taxpayer's new em- 
ployer reimbursed him for the cost of 
moving from Dallas, Texas, to Albuquer- 
que, New Mexico. The district court 
held, contrary to long-standing rulings, 
that the reimbursement was not income, 
and further that, if it is, taxpayer’s own 
payment would be a deduction. This 
court reverses. The reimbursement is 


essentially an inducement to accept em- 
ployment and thus within the broad 
definition of gross income. The moving 
expense of the employee is a personal 
expense, occasioned by his desire to 
change jobs. It is non-deductible. [The 
Commissioner has ruled (Rev. Rul. 54- 
429) that, if the moving is primarily for 
the benefit of the employer for whom 
the employee is already working, re- 
imbursement of expenses is not com- 
pensation.—Ed.] Woodall, CA-10, 5/6/58. 


Housing and meal allowance of state 
school employees non-taxable. 
payers, husband and wife, were em- 
ployees of the State of Illinois, “cottage 
parents” at the Illinois Soldiers and 
Sailors Children’s School, in 1953. They 
were required to reside in a cottage 
with the children and to take their 
meals there. A housing and meal allow- 
ance was deducted from their stated sal- 
aries. The court says merely that, under 
the Regulations then in effect, this al- 
lowance was excludible from their gross 
income as it was paid for the conven- 
ience of the employer. Powell, DC IIl., 
5/15/58. 


Tax- 


Rabbi a “minister of the gospel.” An 
ordained individual employed by a 
Jewish community center and temple to 
perform the duties ordinarily performed 
by a rabbi qualifies as a ‘‘minister of the 
gospel” and may exclude from income 
the rental value of the home furnished 
him. Rev. Rul. 58-221. 


Tape recorder medical expense for 
blind student. The costs of special aids 
to assist in the education of a child 
progressively becoming blind, such as a 
tape recorder, special typewriter, projec- 
tion lamp for enlarging written ma- 
terial and special lenses, are deductible 
medical expenses. Rev. Rul. 58-223. 


Union award to 25-year man taxable. 
A payment by a labor union to each of 
its members who completes 25 years of 
service with a particular employer is in- 
cludible in the member’s gross income, 
but, not being wages, is not subject to 
withholding. Rev. Rul. 58-277. 


Crop share rental may be both retire- 
and_ self-employment income. 
Rental income from crop shares does not 
lose its identity as rental income for 
purposes of the retirement income 
credit, even though the income also 
qualifies as net earnings from self-em- 


ment 
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) ployment because there is material par- 
ticipation by the landlord in the pro- 
duction or management of the crops. 
However, because of “material partici- 
pation,” an allowance for personal serv- 
' ices not to exceed 30% of the net rents 


| must be taken into consideration in re- 


ducing the $1,200 of retirement income 
(subject to conditions relating to the 
taxpayer's age). Rev. Rul. 58-257. 


Jury finds allowable travel expenses. 
Taxpayers brought this refund suit for 


: $160.91. Upon 


payer's claim for expense deductions, the 


instructions 
failure to keep records is not fatal to tax- 


that the 


jury finds the amount of allowable 
travel expenses. The jury also finds the 
claimed expenses for sales tax and tele- 
phone were not allowable and the $24.94 
refund claim for these items is denied. 
McGuire, DC N. Mex., 5/20/58. 


General education for retarded child 
may qualify as medical expense. Costs of 
special education, training and _ treat- 
ment afforded a mentally retarded child 
in an institution are deductible as medi- 
cal expense. Also the total cost of meals, 
lodging, and ordinary education fur- 
nished a mentally retarded child attend- 
ing a special school will be deductible 


if the principal reason for his attendance 
is the alleviation of his handicap. How- 
ever, the costs of sending a problem 
child to a special school for beneficial 
disciplinary methods and curriculum are 
not deductible. Rev. Rul. 58-280. 
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Tax man, 


Box 143. 


member Illinois Bar, CPA 
trained, 25 years’ tax exp., manager of 
tax departments multistate corps. and 
largest national CPA firms. Immediately 
available, prefer Southern Calif. or Fla., 
would consider Denver or Chicago areas. 
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{AX and another will appear in October. Future issues will con- 


hin also references to current books and pamphlets. 


iECOUNTING 


rual 

(Ct supports proper accrual account- 
ng of amounts in controversy; lower 
rourts confused; Freeman H A 56Mich 


R727, Mar58, 24pp 
Yepaid income; does Auto Club of 
fixed date requirement to 


{Mich add 
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© 8JTAX137, Mar58 4pp 
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jes; litigation, proposed legislation, 
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AUDITS 


Preparer of return affects IRS audit, 
Harrington R C 8JTAX182, Mar58, 


lpp 

Tightening IRS procedures, suggested 
methods for, Surrey S S 8JTAX109, 
Feb58, 2pp. 

BAD DEBTS 


Banks bad debts formula, digest of de- 
cisions and rulings in question and 
answer form, Bratter H 50Bank No. 
8, 50, Feb58, 2pp 

BOOKS AND RECORDS 


What records should taxpayer keep and 
how long; practical advice, Balter H G 
8JTAX207, Apr58, 5pp 

Caution to be sure your books and record 
entries are consistent with your posi- 
tion to IRS, 105JAccount No. 3, 81, 
Apr58, lpp 

Refusal to turn over books to IRS in tax 
fraud cases, advantages and disad- 
vantages, Balter H G 8JTAX130, Mar 
58, 5pp 

CAPITAL ASSETS 


Endowment policies, Tax Court docket 
shows IRS disputes capital gains on 
sale of, 8)TAX187, Mar58, lpp 

CHARITABLE 


contributions 

Bargain sales and gifts of encumbered 
property to charities; critical analysis 
of rulings and cases, Palmer R C 
36Taxes40, Jan58, 9pp 

organizations 

Definition of charitable organization 


clear IRS Chief Counsel says, Reiling 
H T 44ABAJ525, June58, 8pp 


COLLECTION OF TAXES 
liens 


Foreclosure of prior lien should leave 
U. S. with only right of redemption; 
conflict among circuits, 24MissLR342, 
May58, 4pp 

Supreme Court strengthened federal tax 
lien and S. priority; legislative 
history, cases analyzed, Cross J H 27 
FordLR1, Spring58, 30pp 

Priority of tax liens to other liens; 
comprehensive, Walker R M 9JTAX8, 
July58, 4pp 

Comprehensive; almost all tax lien 
problems of taxpayers and_ third 
parties examined, part 1, Plumb W T 
13TaxLR247, Mar58, 65pp 


Banks, as stakeholders; law, IRS pro- 
cedure, operating rules; comprehen- 
sive, practical; part 1, Sacks D G & 
Parker A J 75BankLJ52, Jan.58, 16pp 

transferee liability 

Insurance, life; Beneficiary should be 
liable for decedent’s income tax; cases 
analyzed; written before Stern, Wag- 
man S P 36Taxes385, June58, 12pp 

Insurance proceeds, when safe from 
transferee liability, Lore M M, 9JTAX 
104 Aug58 3pp 

COMPENSATION 


Reasonable compensation, analysis of 
recent decisions, Phillips J C 9JTAX 
120 Aug58 3pp 

Deferred compensation, avoiding tax to 
employee at time of agreement, 
Barnes W T 9JTAX14, July58, 2pp 

Checklist of popular tax-sheltered execu- 
tive compensation plans, Greene R L 
& Hammett F W 8JTAX289, May 58, 
4pp 

Professors, salary supplement to out- 
standing, from special gift taxed; Rev 
Rul 57-460 criticized, 43CornellLQ510, 
Spring 58, 8pp 

CORPORATIONS 


Formation of new corporations, tax 
planning for, Willard D G 9JTAX74, 
Aug 58, 4pp 

General survey of corp income tax; 
elementary, Fager J W 4Prac Law 
No. 5, 13, May58, 23pp 

Attribution rules, warning, many areas 
affected; with varying rules; some 
double attribution, Schlesinger M R 
8JTAX271 May58, 3pp 

accumulated earnings tax 

Regulations narrow definition of ac- 
cumulated earnings for anticipated 
needs, 9JTAX48, July58, 3pp 

Pelton Steel case confuses whole area 
of undistributed surplus, Sorden D 
8JTAX254, Apr58, 2pp 

capitalization 

Preferred, multi-class common, and 
stock warrants, tax advantages com- 
pared, Greene R L & Palmer J L 
8JTAX75, Feb58, 5pp 

closed 

Cash, how to get out of close corp.; a 
checklist. Greene R L & Hammett F 
W 8JTAX218, Apr58, 3pp 

Capital structure, practical review of 
tax considerations in initial planning 
for close corporation, Hea W 25Cal 
CPA No. 3, 32, Feb58, 10pp 

collapsible 

Two-shot corporations may not be col- 
lapsible, Donaldson J B 8JTAX338, 
June58, 3pp 

parent-subsidiary 

Advisory group proposal for intercorpo- 
rate stock redemptions would not 
eliminate statutory overlap, Hardy 
D J 9JTAX70, Aug58, 2pp 

reorganization 

Sketch for CPAs of corporate reorgani- 
zation problems, tax and non-tax 
aspects, Shaw T T 31NewsB110, May 
58, 8pp 
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Coastal Oil Storage disapproved for dif- 
ferent reasons, Dobrzensky M W & 
Sweet J 9JTAX38, July58, 3pp 

Active business for spin-off means in- 
dependent of other divisions, 8JTAX 
274, May58, lpp 

Business split lacking business purpose 
denied surtax exemption and ac- 
cumulated earnings tax exemption, 
8JTAX273, May 58, Ipp 

Tax free exchanges should be continued; 
Hellerstein proposal wrong in light of 
Mass. experience, Dane J 36Taxes244, 
Apr58 Tpp 

Spin-offs under the 1954 Code; changing 
position of IRS; comprehensive, Young 
F N 7iHarvLR843, Mar58, 30pp 

Stock warrants, use of, in corporate re- 
organizations and acquisitions, Hobbet 
R D 8JTAX160, Mar58, 2pp 

Marketable securities, advocates taxing 
corporate reorganizations involving, 
Hellerstein J8JTAX163, Mar58, 1 pp 

Non-specialist’s view of tax problems in 
a merger, bibliography, Choka A D 
4PracLaw No. 3, 34, Mar58, 20pp 

thin 

Checklist of procedures in thin incorpo- 
ration, Kahn G J 8JTAX341, June58, 
3pp 

Tests for thin incorporation currently 
used by courts, suggested rules; real 
solution treat economic capital as 
stock investment, 5UCLA LR275, Mar 
58, 20pp 

Proposals on thin incorporation, stock 
attribution, by Mills Committee Ad- 
visory Group on Subchapter C, 8 
JTAX161, Mar58, 2pp 

CRIMES 


Tax evasion, from offense to conviction, 
a guide to general practitioner, Mur- 
phy J H 27¥FordLR48, Spring58, 19pp 

Accountant, needed by defendant in net 
worth case without funds after jeop- 
ardy assessment (written before 
second Brodson case) 52NWLR808, 
Jan-Feb58, 12pp 

Disbarment harsh penalty for tax fraud, 
Haller G D 87MichSBJ No. 3, 22, 
Mar58, 2pp 

DAMAGES 


Litigation and settlements, tax effects 
of; drafting suggestions, Moss C J 
36Taxes273, Apr58, 5pp 

DEDUCTIONS 


Bribes to foreign officials, political con- 
troversy over deductibility, 9JTAX 
60, July58, lpp 

Advertising, utilities and IRS dispute 
deductibility of anti-public power, 8 
JTAX211, Apr58, 2pp 

Tax advice, regs under Sec 212 allow de- 
duction for, 8JTAX199, Apr 58, lpp 

Home employees, filing information re- 
turns for, will support claim for busi- 
ness use, 105JAccount No. 3, 85, Apr 
58, lpp 

Legal fees in divorce, general review, 
Donaldson J B 26DetLaw27, Mar58, 


3pp 

Professionals, salesmen, and the re- 
tired, deduction problems of, Hem- 
mings A I 8JTAX81, Feb58, 4pp 
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DEPENDENTS 


Rental value of home included in de- 
pendent support, 8JTAX198, Aprb58, 
lpp 

DEPLETION 

percentage 


Political arguments for and against per- 
centage depletion; legislative history, 


Blaise F J 36Taxes395, June58, 32pp 

DEPRECIATION 

Bulletin F revision, suggestions solicited, 
Jensen W M 31NewsB131, May58, 2pp 

Real estate, elementary rules for depre- 
ciation, Horowitz M 39REstN165, May 
58, 4pp 

Useful lives; C of C calls Bulletin F 
obsolete and unrealistic, Barlow J 
9JTAXS86 Aug5ds 4pp 


Current dollar depreciation 
corporations; AICPA 
330, June58, lpp 

Proposed “‘lifo’’ method of depreciation 
would link deduction to reinvestment 


favored by 
survey, 8JTAX 


thus offset inflation, Peloubet M E 
8JTAX258, May58, 3pp 

Rental equipment; depreciation, salvage 
value key to tax; gain may be ordin- 
ary; detailed analysis of cases, Smith 
M W 13TaxLR331, Mar58, 35pp 

accelerated 

New leased property purchased under 
option not new property for accele- 
rated depreciation, 105JAccount No. 
3, 82, Apr58s, lpp 

salvage 

IRS attitudes on salvage and accelerated 
depreciation, a practical view, Romak 


T 8JTAX204, Apr58, 3pp 


Regulations on salvage value briefly dis- 


cussed by IRS engineer, T'aynton M 36 
Taxes97, Feb58, 2pp 

DIVIDENDS 

Corporate distributions taxed as divi- 
dends; especially buy-outs, Seidman 
L W 36Taxesl166, Mar58&, 6pp 

EMPLOYEES 


benefit plans 

Widows of employees, payments to, 
prehensive survey of cases on, 
20ICPA No. 2, 34, Winter57-58, 
36Taxes333, May 58, 10pp 

meals, lodging and moving expense 

Summary of taxes on mea! and lodging 
furnished employee, Wolfe P V 28 


com- 
Groh R 
llpp; 








NYCPA344, May58, 7pp 

Income from meals, lodging and mov- 
ing allowance furnished by employer; 
critical analysis; history; comprehen- 
sive, Gutkin S A & Beck D 36Taxes 
153, Mar58, 13pp 

ESTATES 

Colorado and federal death and gift 
taxes compared, Cook J E 35Dicta 


105, Mar-Apr58, 8pp 
1957 developments in Federal estate and 
gift taxation summarized, Kramer R 
S3NY ULR13, Feb.58, 18pp 
administration 
Gifts that fail to 
from the 


remove the 
estate for 


property 
estate tax pur- 


poses, Dunn J P 9JTAX42, July58, 
5pp 

Tax saving in expense deduction elec- 
tion, income or estate tax, remainder- 


man must share, Cimino M & Doutiit 
A 35Dicta36, Mar-Apr58, 6pp 

Executors income and estate tax choices; 
conflicting interests of beneficiaries; 
comprehensive, Gradwhol J M 37Neb 
LR329, Mar58, 54pp 

contemplation of death 

Stock dividend on shares given in con- 
templation of death in gross estate; 
result approved, 25UChiLR372, Win- 
ter58, 5pp 

Gifts, contemplation of 
dividend between 
death should 
62DickLR280, 

gross estate 








death; stock 
gift of stock and 
not be in gross estate, 
Mar58, 8pp 


Deferred compensation rights as con- 
tracts subject to conditions, courts’ 
analysis of, shows legislation needed; 
codes compared, 67YaleLJ467, Janb58, 
llpp 

insurance 

Premium payments test should be re- 
stored, Knickerbocker D C 43Cornell 


LQ, Spring58, 9pp 

marital deduction 

State-court-approved probate settlements 
(some) are binding for marital de- 
duction, Gallagher C P 35Dicta99, 


Mar-Apr58, 5pp 

Planning the marital deduction; state 
law and personal problems: speech, 
Polasky A N 12ArkLR2, Winter58, 
15pp 

planning 


Gifts and marital deduction wise though 
spouses’ estates are equal, Schlosser J 
8JTAX294, May58, 3pp 


Widow's election, advantages greater in 


community property states, Westfall 
D 7iHarvLR1269, May58, 30pp 
Disclaimers by widow; gift tax and 


estate planning, Bowe W J 8JTAX68, 
Feb58, 2pp 

Middle income estate planning, Jcerman 
P F 8JTAX66, Feb58, 3pp 

Redemptions of stock, statutory; illus- 
trations of possible estate tax savings 
through, Bowe W J 50Banking No. 
8, 98, Feb58, 2pp 

Insurance, gifts of, illustration of 
estate tax savings in typical situation, 


Williamson J G 12ArkLR16, Winter58, 
6pp 

EXCISE TAXES 

Horse racing revenue to states has 
doubled since 1950, 22TAN38, Aprb58, 
lpp 

EXEMPT 

income 


Mutuals should be allowed to distribute 
interest on municipals tax free, Mona- 
celli A H 36Taxes99, Feb58, 6pp 

organizations 

Collapsible fund-raiser, 
may clarify 
Aug58 2pp 

Lenders exchanges can 
emption despite initial rejection by 
district directors, Blumgartner E D 
12PerFinLQR38, Spring58, 3pp 
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education 
Education to maintain present skills, 
explanation of new regs, Gad S $31 
WisBB No. 3, June58, 5pp 
Moving of equipment; case 
deductible if use and life 


case on docket 
“substantial”, 9JTAX118 


obtain tax ex- 


analysis; 
unchanged 


Palley S B 36Taxes189, Mar58, 6pp 
Cohan rule little protection for tax- 

payers, 36Taxes177, Mar58, 2pp 
investment 


Derivative suit expenses deductible, but 
stockholder’s expenses at meeting are 
not, 8JTAX283, May58, lpp 

repair 

Cases on 


repair v. capital expenses re- 


viewed; conclusion, distinction will re- 
main unclear, Cook J B 8JTAX327 
June58, 4pp 


travel and entertainment 

Reimbursed expense as dividend; partial 
solution no reimbursed expenses, sal- 
ary increase, 9JTAX34, July58, lpp 

Taxpayer who accounts to employer 
needn’t itemize on return, proposed 
regs, 8JTAX282, May 58, 2pp 

Lawyer’s own travel and entertainment 
expense deduction; a comprehensive 
analysis in dialogue form, Hobbet R D 


& Boerner R L 8JTAX194, Aprb58, 
5pp 

Disallowance both ways of travel and 
entertainment expense; TC dockets 


case on it being income to employee 
and not deductible to employer Hayes 
J T 8JTAX187, Mar58, lpp 


New travel and entertainment expense 
rules developing, 8JTAX186, Mar58, 
2pp 

Home, Tax Court now treating domicile 


as home for travel expense 7TAmULR 
49, Mar58, 3pp 

FAMILY TRANSACTIONS 

Property settlements, gift tax problems 
of; antenuptial, support, separation 
and divorce, 37NebLR639, May58, 
28pp 

FARMERS 

Livestock, comprehensive consideration 
of grower’s tax problems, Freeze C A 


9JTAX51, July58, 3pp 

Cooperatives, farmer’s uncollected pat- 
ronage allocations not taxed, Rich- 
ardson B K 33CalBJ124, Mar-Apr58, 
5pp 
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Sec. 1235 unfair to foreign inventor, 


Rado A R 9JTAX96 Aug58 4pp 
ABA proposals for foreign tax 
limitations, WHTC definition, 

372, June58, lpp 
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Income earned abroad, US should lower 
tax and permit deferral of, Jorgensen 
R R 8JTAX249, Apr58, lpp 

Doing business abroad, US tax treaty 
advantages, Carroll M B 8JTAX248, 
Apr58, 2pp 

Realty abroad as an estate tax shelter, 
8JTAX187, Mar58, lpp 

Proposed US tax similar to British OTC 
& Euromarket, Swanson H 36Taxes58, 
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corporation 

Royalties tax credit from foreign sub- 
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Baker W R & Creed J F 36 Taxes 
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British Overseas Trade Corporation law 
outlined, 8JTAX174, Mar58, lpp 
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When to organize foreign holding com- 


panies, Brainerd A W 8sJTAX118, 
Feb58, 4pp 
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Mexico, summary of taxation of US 


business in, Gumpel H J 36Taxes427, 
June58, 10pp 

Place of sale, final regulations clarify 
substance of sale rule, McCarthy J 
8JTAX313, May58, lpp 

Exempt foreign income eligible for for- 
eign tax credit, history, case analysis, 
8JTAX312, May58, 2pp 

Germany, taxation of Americans in, 
Steefel E C & Gumpel H J 36Taxes 
251, Apr58, 8pp 

Foreign-source income, foreign and US 
taxes on; how they work; examples, 
King E P 10TaxExec220, Apr58, 15pp 

Proposals and theories of tax on foreign 
source income, Jenks T E 10TaxExec 
270, Apr58, 14pp 

Legislative proposals for foreign source 


income; undeveloped countries, Tech 
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income regs, 8JTAX173, Mar58, lpp 
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regulations, Turney C E 8JTAX172, 
Mar58, 3pp 

non-resident citizens 

Canada, tax problems of US executive 
moving to, Smith L J 72CanCA219, 
Mar58, 6pp 

Basic principles of taxation of non-resi- 
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M R, 8JTAX370, June58, 2pp 
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Refuge flags, tax advantages of ship- 
ping under, Baker R P 13TaxLR137, 
Jan58, 30pp 
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58, lpp 

Treaty benefits must be claimed to get 


foreign tax credit, 8JTAX44, Jan58, 
Ipp 
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under UK treaty, 33NYULR233, Feb 
58, 5pp; decision disapproved 71 Harv 
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Pakistan tax treaty (unratified) would 
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J 10TaxExec303, Apr58, 1lpp 
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on sale uses wrong date, 9JTAX34, 
July 58, lpp 
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IRS fraud and collection procedures im- 
prove, says IRS, 8JTAX373, June58, 
2pp 
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2pp 
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ton S C 8JTAX351, June58, 2pp 

Unreported gift situations, typical; State 
Bar Tax Section speech warning gen- 
eral lawyers about, Mason J C 8JTAX 
327, June58, 4pp 

minors 

Estate tax consequences of inter vivos 
trust for minor dependents; thorough; 
legislation needed, Schneider H 36 
Taxes233, Apr58, 12pp 


Custodian under uniform act is a 
trustee, accounting required, 8JTAX 
140, Mar58, 2pp 
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Cancellation of unmatured interest-free 
debt held income at discounted value; 
case criticized, 71 HarvLR1165, Apr58, 
2pp 

illegal 

Survey of cases and policy issues on 
illegal income and unlawful expense, 
Kessling F M 5UCLA LR26, Jan58, 
2lpp 





state tax on 


TENA 
Phila income tax dispute with N x pro 
tinues, 22TAN50, May58, Ipp Pi? st 


Uniform law of multistate incon 4X79, 
location, proposed, Cox L 
Exec194, Jan58, 8pp. DATIC 

Florida taxation of out-of-state cogebt re 
tions, survey, Tribble L H 10Tajincom 
155, Jan58, lpp 

Louisiana apportionment formul, a 
of sales factor, Ward F rate : 
Exec.149, Jan58, 6pp se 

Federally-based N. Y. personal ity 
tax, problems forseen in, MillertS 
TaxLR183, Jan58, 
204, Mar58, 7Tpp 

INSURANCE 

Stock retirement, life insurance 
premiums not dividends but IR 
seek to tax proceeds, 32 StJohn 
May58, 5pp 

Casale consistent 


ng, Bi 


26pp; 28 Nback 
hn Sho) 






= 


with prior se 


axes4 4 
corporate entity decisions, 24Bkh eal to 


378, Apr58, 3pp 


Funded deferred compensation hea 
ments for stockholders shouk..q | 
taxed, Casale disapproved, 42M Cor 
947, Apr58, 6pp Lanti 

Stock redemption under buyout 4, jp | 
ment may be dividend, Lawthe oa 
8JTAX322, Juneds, 


5pp 58 ly 
Premium payment test for inclustiment 
insurance in gross estate shoul}jpc. 
be re-enacted, Brown GS 36Taxh xgg, 
May58, 5pp leis of 
Fire insurance, taxation of proce loss 
use and interruption compared; *AXT72 
prehensive, Merritt R L S6Tayase a 
May58, 16pp er the 
Buyout plans, insurance funded, ¥ 86T 
not hybrid cross-purchase and A Oil 


( 





Kehoe A R 8JTAX156, Mard8, 4 pay 
Prunier and Casale reversals jay}, 
sistent with tax equities and Sho 
patterns, Sneed J T 43 Cornell 
Spring58, 46pp 13 Tas 
Casale, decision and oy, Sh 
proved, 5UCLA LR324, Mar58, pn R 


Business-purchase agreements, 
surance funded; pce 
and non-tax problems, 71Harvlpl los 
Feb58, 26pp eman 

Stockholders of close corporations, ND ¢ 
ing dividend treatment of life ) 
ance on, 36NCLR224, Feb58, 6pgible 

Business-purchase agreement, out] regs 
tax advantages of life inswents 


funded, Fuchs J S 21Queens/f58, 1 
Feb.58, 2pp; 21 QueensBB132, Ncase 
2pp hning 


Prunier case analysis and tax plajon S 
Lawthers R J 8JTAX12, Jan58pd Ge 
Stockholder retirement, premiun of } 
policies for, not dividend if cofAX3' 
planned; checklist, 26 GWashligible 
Life insurance, use of in tax plaslRS t 
emphasis on stock-redemption fcoun 
ments, Bosworth D L 28NYC 
Jan58, 13pp NERS 
Stockholders of closely held corpormptio 
avoiding dividend treatment of ling | 
surance on, 33NYULR89, Janéisfax tr 
Retrospective premium porte. 
surance is written covering @tion 
any risk; can be used to assumaccou 
duction each year instead of ydtribu 


— 





loss, Holzman R S 36Taxes49, jj 2pp 
5pp jory 

lapsib 

INTERNAL REVENUE SERVICE | Jur 

personnel tdvan 

IRS technical personnel, improves | 

8JTAX256, Apr58, lpp a F 

i tershi 

practice meth 


Public accountants ask for limitedbb A 


exam cards for Treasury prq 
95 A x4 

8JTAX250, Apr58, 4pp beciat 
procedure bimiz 
Tax Court settlements under reg J E 

counsel’s direction now, Herzogbsed 

36Taxes299, May58, 6pp visor: 
Informer’s fee, IRS pays $68,0F AX) 

JTAX234, Apr58, lpp of 


Summons, constitutional and “a ur 
interpretation issues in  failufm of 
obey court and IRS, 71Harvl#l49, 
Feb58, 6pp h of 

INTERSTATE COMMERCE year 

Workable state taxation of intepblem 
business will be achieved by 44 
statute only says Mass. Tax Ws 
missioner, Dane J, 8JTAX278ontin 
58, 3pp fis re 

Constitutional issues in state taxat}tney 
interstate business; scholarly ang gy 


Hellerstein J R 10TaxExee117, 
24pp 
INVENTORY mn | 
Agreement between tax law ange 
counting concepts general, diffe i 
pointed out, Shannon G F 9JT a 


July58, 3pp 


2pp 





| TENANCY 
‘ax problems on joint tenancy state 
tax section speech, Lamme W H, 
incom AX79, Aug58, 2pp 
|DATIONS 
t-of-state cofebt reserves should not be ordin- 
e L H 10Tajincome in See 377 liquidation; IRS 
ing, Breary R 8JTAX216, Aprb58, 

ent formuld 


ite with N | 
ay58, lpp 
istate 
Coz 


‘ard J fF pate liquidation sections may be 
D ised; Mills Advisory Group, Chi. 
+ differ 8JTAX220, Apr58, 4pp 
personal it 
n in, Miller! 
26pp; 28 Nback and carryover 


n Shops shows cts dislike of loss 

ryover:; case disapproved; effect 
: 4Code unclear, 12SWLJ, 
insurance fH 058, ipp 
nds but IRS uity-of-business test; Libson Shops 
32 StJohnl ically analyzed, found inapplicable 
er 54Code, Levine M & Petta L 
axes445, June58, 9pp 
bsal to disallow loss carryover un- 
j business is continued for 3 years, 
apensation Skin S RJ TAX260, May 58, 4pp 
riders shouhsed limit on loss carryover by 
yroved, 42Mij, Committee Advisory Group on 
ichapter C, 8JTAX146, Mar58, 3pp 
ler buyout te in business and ownership loses 


nd, Lawtherf oa arryover, 105J Account No. 3, 87, 
opp - 


I , i 
1 prior sep, 
isions, 24Bkj 


oy 


st for inclusiime nts to and use by successors 
estate shou loss carryovers, Welsch G W 8 
n GS 36Tax *AX88, Feb58, 6pp 

sis of the Code and current cases 


on of proces loss carryovers, 

n compared}, x72, Feb58, 3pp 

RL 36Taxase and use of a loss corporation 
: er the 1954 Code, speech, Gemmill 

ice funded, y 36Taxesl05, Feb58, 5pp 

rehas e and 4) Qi] and Libson Shops cases will 

56, Mar68, bar loss carryovers, Arent A EF 

reversals 'AX14, Jan58, 3pp 
equities anh Shops carryover rule should not 


Cuddihy J A 


T 43C ornelliapplied under 1954 Code, Sinrich 
TaxLR167, Jan58, 15pp 

reasoning “Ove as ‘realistic 
394. Mar hy Shops approved as_ realistic, 


5, inLR107, Winter58, 5pp 
rreements, 
»mprehensivd'9 
ms, 71Harvipl losses in hedging transactions? 

eman H A 36Taxes110, Feb58, 4pp 
orporations, 


nent of life jND GAS 


4, Feb58, 6pgible drilling & development costs, 
reement, out regs solve some problems, statute 
if life inswents real solution, 5UCLA LR540, 
S 21Queens}f58, 15pp 
eensBB132, Nease leaves room for capital gain 
hning in retained oil payments, 
and tax plajon S C 9JTAX27, July58, 2pp 
AX12, Jan58pd Gas, income taxes on; new edi- 
nt, premium of Miller’s authoritative book on, 
vidend if cofAX June58, lpp 
26 GWashlkible drilling deduction to limited 
f in tax plaslRS to driller’s incurred costs, 105 
‘redemption gcount No. 3, 85, Apr58, lpp 


r 2 
) EL 28NYCNers AND PARTNERSHIPS 


y held corpormiption of interests of deceased or 
reatment of |iffing partner, proposed clarification 
JLR89, Janditax treatment of, 9JTAX112 Aug58 
im adjustme 

1 covering #tion of partnership; 
used to assuyaccounting 
instead of y@tt 
36Taxes49, J 


careful choice 
method and inventory 
ibution necessary, 9J TAX54, July 
jory group proposals to 
lapsible partnership law, 
SERVICE | June58, 3pp 
tdvantages of partnerships, limited, 
hily, others, Casey W J 8JTAX303, 


w58, 3pp 


simplify 


8J TAX 


nnel, 
lpp 


improv 


ae rship holding low-basis property 
— of tax free diversification, 
sk for limite bb L 8JTAX169, Mar58, lpp 
Treasury pra 
‘pp feciated partnership 
Bimization in the sale of, Donald- 
its under ref J B 8JTAX225, Apr58, 3pp 
now, Herzogbsed basis rules by Mills Committee 


assets; tax 


6pp visory Group on Subchapter K, 
; pays $68,0PAX166, Mar58, 2pp 
lpp b of a partner gives an election to 


factor in 
Burford 
Feb58, 2pp 


ynal and staf up basis; 

ies in failuf™ of business, 

RS, 71Harvlél49, 
b of 


ERCE year of partnership, 

ition of intel! ble ms, possible 

achieved by P 44ABAJ576, 
Mass. Tax Ws 

|, 8JTAX278 


choice of 
A L 97Tr& 


heirs; 
Sutter 


estate, 
tax savings, 
June58, 3pp 


tinting records to develop partners’ 
‘ Bs reports as well as conventional 
in state taxalttnership statements, Mothershead 
scholarly = 8JTAX112, Feb58, 5pp 


TaxExecl117, 
‘WON & PROFIT SHARING PLANS 


fon better than profit-sharing for 
bis tee dle-aged executives, Bret W N 
wanecal, die AX84 Aug58 2pp 
ion G F gsTeed and insurance funded plans 
Bpared, Root C D 9JTAX15, July 
9 
2pp 


Growth of pension funds rapid says 
SEC, 8JTAX292, May58, Ipp 

Pension and profit sharing plans com- 
pared; suspension, merger and discon- 
tinuance problems; a practical sur- 
vey, Lurie A D 8JTAX236, Apr58, 
5pp 

Profit sharing plan distributions review 
of income, estate tax, Alexander W R 
35Dicta85, Mar-Apr58, 5pp 

Small companies, outline of three pen- 
sion plans for, Swaim R S 8JTAX190, 
Mar58, 2pp 

Outline of income tax on pension & 
profit sharing benefits, Lawthers R J 
7CLUJ130, Spring58, 16pp 

Actuarial and investment gains, handl- 
ing of; loss can greatly affect size of 
contribution; 1954 Code Treasury 
methods unannounced, Seal H L 97 
Tr&Est269, Mar58, 2pp 

Public control of pension funds, predic- 
tion of, Berle A A 8JTAX99, Feb58, 
2pp 


PERSONAL HOLDING COMPANIES 


Benefits and dangers in a personal hold- 


ing company, Klooster B L 8JTAX 
101, Feb58, 5pp 

POLICY 

ABA proposals for 36-month compen- 


sation, pre-1954 separation payments, 
private disability funds, charitable 
earryover, estate planning expense, 
pre-death depreciation, 8JTAX366, 
June58, 3pp 
Small Business Committee of Senate 


recommendations for tax law changes, 
depreciation, private pensions, accum- 
ulated earnings, 8JTAX 306, May58, 
4pp 

Ancient taxes and tax collection methods 
much worse, Kohr L, 8JTAX285, May 
58, 2pp 

Tax cuts proposed, 
benefits and how 
May 58, 2pp 

Small business would not be helped by 
corporate tax cut, 8JTAX263, May58, 
2pp 

Tax avoidance, high rates lead to (Eng- 
land) 8JTAX253, Apr58, lpp 

Tax exemptions hurt system and those 
exempted: speech excerpt, Smith D T 
8JTAX240, Apr58, Ipp 

Overhaul of whole tax structure needed, 
Goedert J P 105JAccount No. 3, 40, 
Mar’58, 6pp 

Principles of income taxation. 
ical, Kaminsky M 36 Taxes189, 


plans, who 


8JTAX284, 


many 
much, 


philosop- 
Mar58, 


llpp 
AICPA should 
policy issues, 
Feb58, 2pp 
PROCEDURE 
Pay first or use Tax Ct, says Sup. Ct., 
Riordan J Q 9JTAX106 Aug58 2pp 
1120 instructions wrong in requiring 
information report of income ray- 
ments to corporations, 8JTAX274, 
May58. lpp 
Jury trials, 
cases, Holzman 
May58, 5pp 
Equitable recoupment of barred claims; 
IRS denies doctrine; Courts limit but 
allow, 36NCLR347, Apr58, 6pp 
District court suits without full pay- 
ment, Supreme Court should deny, 
Riordan J Q 8JTAX179, Mar58, 4pp 
Payment on tentative returns held “tax 
paid” when assessed for Stat of Limit 
and interest (1939 Code); 1954 Code 
unclear, 58ColLR414, Mar58, 4pp 


PROPERTY TAXES 


Assessed value ranges 
54% of sales value, 


take a 
Goedert 


stand on tax 
J P 8JTAX124, 





statistics of 
R S 36 


recent tax 
Taxes 301, 


between 6 and 
census shows, 22 


TAN49, May58, 2pp 

Assessment administration, standards 
for Conn. recommended, 24 Assessor 
NL62, June58, lpp 


Assessors’ survey shows personnel No. 1 
problem, 24AssessorNL62, June 58, 
lpp 

Iowa Property Tax Division, outline of 
functions, Tipton B B 24AssessorNL 
62, June58, 3pp 

Religious organization exemption, agnos- 
tic group qualifies; new trend, 7De 
PLR206, Spring-summer58, 8pp 

Texas, legislation proposed by Assessing 
Officers Association, 24AssessorNL71, 
June58, lpp 

Federal property used by private in- 
terests subject to property tax, Sup 
Ct rules, 8JTAX357, June58, 2pp 

Assessment of local property: criticism 
of current, Moore F C 8JTAX144, 
Mar58, Ipp 

US contractors, Sp Ct denial of local 
tax exemption approved, 24 Assessors’ 
NL30, Mar58, 2pp 


REAL ESTATE 


Purchaser, tax minimization for; variety 
of transactions considered, Boughner 
J L 9JTAX30, July58, 4pp 

Sec 1237 application explained; illustra- 
tions, Groh R 36Taxes267, Apr58, Tpp 

subdivisions 


Capital gain on subdivision: Sec 1237 
does not help; no eligible person will 
use it, Spandorf L & Tonelson E D 
8JTAX201, Apr58, 3pp 


REDEMPTION OF STOCK 

Sec302 revision, advisory group pro- 
posal analyzed, Dale E R 9JTAX66, 
Aug58, 2pp 

Advisory group report on Sec 302 out- 
lined, Donaldson J B & Kopperud A 
9JTAX68, Aug58, 2pp 

IRS attitude toward Sec 302 ee ~~ 
revision proposals, Hobbet R i) 
JTAX67, Aug58, 2pp 

death taxes 


Marital bequest redemption, proposal to 
extend Sec 303 to cover, Kahn G J 
9JTAX70, Aug58, Ipp 

Heir’s stock, danger of redemption at 
time of a Sec. 303 redemption, Gel- 
band J F 8JTAX244, Apr58, 2 

dividend 

Holsey-Zipp TC decisions criticized as 
ignoring corp entity (written before 
Zipp affirmation), Jones H L 36Taxes 
437, June58, 8pp 

Zipp case shows dangers in stock re- 
demption; under funded buyout plans 
still unclear, Maier L 9JTAX37, July 
58, 2pp 

Planning a stock redemption, 
count No. 3, 85, Mar58, lpp 

Ruling by IRS warns that stock redemp- 
tion may be attacked as dividend to 
remaining stockholders, Sams F W 
44ABAJ177, Feb58, 2pp 

Minority stockholders taxed on divi- 
dend by redemption of majority 
stock; case criticized, 110klaLR99, Feb 
58, 4pp 

Sec. 306 

IRS policy in waiving 306 
for transactions not to 
105J Account No. 3, 


REFUNDS 


Prepayments of tax cause $3 billion in 


105J Ac- 


treatment 
avoid tax, 
82, Apr58, 2pp 


refunds, 9JTAX33, July58, lpp 
Fraudulently obtained refund checks, 
bank not liable for cashing, 8JTAX 


378, June58, Ipp 
Voluntary payment of another's tax not 
refundable, 36Taxes349, May58, 2pp 
RESIDENCE 


Gain taxed on sale of residence in sev- 


eral parcels 105JAccount No. 3, 8&6, 
Mar58, lpp 

RETURNS 

Taxpayer preparation of returns en- 


couraged by IRS, 8JTAX368, 
lpp 
Evidence, 


June 58, 


use of income tax returns as; 


approved in non-tax litigation, 31SC- 
LR 211, Feb58, Tpp 

consolidated 

Examples of advantages and disad- 


vantazes of consolidated returns, Swift 
M F 28IliCPA No. 3, 25, Spring58, 
8pp 


SALES TAXES 
Advertising tax 


more; summary, 
144, Mar58, lpp 
SALE OR EXCHANGE 
Business, sale of; allocation of price 
among assets usually sustained by 


Courts if interests conflict, Joseph G 
M 13TaxLR369, Mar58, 14pp 

STATE AND LOCAL TAXES 

High cost of exemption program to at- 
tract industry, Ross W D 9JTAX109 
Aug58 2pp 

Location choosing, use of computers to 
determine best tax solution, Kust L E 
9JTAXSS, July58, 2pp 

Federal enclave, state should lack tax 
jurisdiction over, 71HarvLR1370, May 


controversy in Balti- 
Sullivan J W 8JTAX 


58, 3pp 

Differences between Federal and NY 
income tax; examples, Haigsberg O 
28NYCPA363, May58, 2pp 

New York taxes favor incorporation of 
service business letter, Rand S hf 


28NYCPA318, May58, 2pp 
New York legislation proposed for 1953, 
Eolis MIR 28NYCPA289, Apr58, 2pp 


STOCK AND STOCKHOLDERS 


Two-class common, Sec 305 advisory 
group proposal would kill, Haddad W 
N 9JTAX71, Aug58, 2pp 


Constructive ownership rules, advisory 
group Sec 318 proposals eliminate un- 
intended hardships, Teschner R R 
9JTAX72, Aug58, 2pp 

Investment clubs, legal and tax prob- 
lems 106UpaLR832, Apr58, 93pp 

Stock exchange transactions, tax as- 
pects; part 2 of a 3 part compre- 
hensive article, Dizon A 283NYCPA50, 
Jan58, lpp; part 38, 28NYCPA196, 
Mar58, 8pp 

options 

Modifying stock options to adjust to 
current stock market, 8JTAX98, Feb 
58, 2pp 

Declining market, code permits protec- 
tion of restricted stock option in, 
Webster G E 44ABAJ68, Jan58, 2pp 


tax 


Pa. capital stock and franchise taxes, 
manufacturers’ exemption; comprehen- 
sive review of cases under prior law; 
cases classified by industry, Harry S C 
36Taxes26, Jan58, l4pp 


TAX COURT 

Circuit case law, Tax Court should fol- 
low, Vom Baur F T & Coburn G M 
8JTAX228, Apr58, 6pp 

Proposal to transfer the Tax Court to 
the judiciary, Kilpatrick H C 9JTAX 
7, July58, 2pp 

IRS procedures, court should review, 
Kaminsky M 36Taxes172, Mar58, 5pp 

Changes in procedure, suggested; re- 
viewed by Chief Judge and rejected, 
Murdock J E 8JTAX106, Feb58, 4pp 

Pretrial and discovery techniques of 


District Courts proposed for Tax 
Court, Bowen W H 44ABAJ129, Feb 
58, 4pp 

TAXES 


Time of accrual of state and foreign 
tax deficiencies and recoveries, com- 
prehensive, 58ColLR372, Mar58, 23pp 


TAX PRACTICE 

CPA tax practice, records. fees, billings 
and costs, Isaacson B B, 8JTAX360, 
June58, 3pp 

Accounting firms, every one should have 
tax svecialist, Mille L 28NYCPA257, 
Apr58, 5pp 

Cc PAs and lawyers can ‘ call themselves 

‘Tax Consultants,” 105Account No. 

3, 30, Mar58, lpp 

Kintner rule, accounting partnerships 
will find difficulty in establishing quali- 
fied pension and profit sharing plans 
for partners under, Garcia L V 25 
CalCPA No. 3, 19, Feb58, 2pp 

fees 


Lawyers and CPAs, schedules of sug- 
gested fees in tax work; Wisc., Idaho, 
8JTAX236, Apr58, lpp 

Fees for tax return prevaration by 
public accountants, 8JTAX192, Mar58, 
lpp 


TIMBER 

Tax problems 
8J TAX148, 

TRUSTS 


Allocation of capital gain tax to re- 
maindermen though gain went to in- 


of timber, Fiske L E 


Mar58, 2pp 


come; case criticized, 71 HarvLR1572, 
June 58, 4pp : 
Discretionary trusts popular, provide 


family protection, tax shelter, Me 
Lucas D H 8JTAX310, May58, 2pp 

Reciprocal trusts, consideration doctrine 
inequitable, Buell B T 35Dictal24, 
Mar-Apr58, 1lpp 

Real estate in trust; tax effect of pur- 
chase, gift, inheritance; examples, 
Weiss R L 97Tr&Est105, Feb58, 2pp 

Trust transactions, how to report typi- 
cal ones on Form 1041, Stevens W 
SJ TAX20, Jan58, 9pp 

short term 

Precautions to be observed in tax sav- 
ings through short term trusts Wood- 
ward E 8JTAX242, Apr58, 3pp 


UNEMPLOYMENT TAXES 

Employment applications, false; split 
on whether it disqualifies for unem- 
ployment benefits, 9JTAX56, July 58, 
2pp 

Testimony on federal unemployment ex- 
tension bill; political, 8JTAX354, June 
58, 2pp 

Payment of unemployment benefits 
despite appeal; the “double affirma- 
tion” rule, survey, laws, cases, policy, 
8JTAX300, May 58, 3pp 

Legislation proposed to change unem- 
ployment benefits, Eubank M 8JTAX 
256, Apr58, lpp 
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VALUATION 


Oil and gas interests, valuation for 
estate & gift tax; analytical case 
chart; comprehensive, 37NebLR609, 


May58, 30pp 

Closed corporations estate and gift tax 
valuation; some practical aspects, 
Rockefeller R L 36Taxes259, Apr58, 
Tpp 


WESTERN HEMISPHERE TRADING 
CORPORATION 


Intercompany sales to WHTC needn’t 
produce profit to US mfgr; IRS 
wrong, Baker R & Baker D 10 Tax 
Exec235, Apr58, 35pp 

Incidental purchases by Western Hemi- 
sphere Trading Corp. 8JTAX174, Mar 
58, lpp 

WITHHOLDING TAX 

wages 

Combined reporting for income and so- 
cial security would result in big sav- 
ings, Redman T 9JTAX101 Aug58 2pp 

Collection, IRS now has right to require 
trust bank account for withheld taxes, 
Ress S S 283NYCPA300, Apr58, 2pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the article contain- 
ing the discussion. 


Abercrombie—oil—intangible 

American National—account, 
Sup Ct 

American Pipe & Steel—losses, carry— 
analysis 

American Trust Co.—foreign, treaties— 
Gt Brt 

Anderson—account, accrual—Sup Ct 

Atlantic Mut. Ins.—procedure—payment 

Auto Club of Mich—account, accrual— 
prepaid income; Sup. Ct. 

Bagley & Sewall Co.—losses, hedging— 
capital 

Balanovski—foreign, income—place 

Baltimore Dairy Lunch—compensation— 
reasonable 

Barnard’s estate—family—property 
settlement 

Barrett—est, mar ded—state court 

Beacon Publishing—account, accrual— 
subscriptions; prepaid income 

Bedford Mills—inventory—agreement 

Bess—coll, transfer—insurance 

Bixby—est, admin—ezecutors 

Blair—coll, transfer—insurance 

Blarek—dependent—rental 

Blue Ribbon Products—compensation— 
reasonable 

Blunt—gift, minor—estate tax 

Boltz—coll, transfer—insurance 

Boyd—coll, lien—foreclosure 

Boylston Market Assn—account, cash— 
fire insurance 


accrual— 














Bradford Hotel—income, gross—cancel- 
lation 

Breck—interstate—workable 

Breitfeller Sales—corp, acc earn—Regs. 


Brodie—comp—deferred 
Brodson—crime—accountant 
Brody—IRS, proc—summons 
Brown—account, accrual—prepaid 
come; Sup. Ct. 
Brown—fraud—disbarment 
Burr—est, admin.—gifts 
Bushmiaer—procedure—district ct 
Casale—insurance—life; Prunier; stock- 
holders; Casale; stockholder retirement; 
stockholders lives; stock redemptions; 
Casale; funded 


in- 


Citizens Utilities—corp, capital—pre- 
ferre 
Coastal Oil—loss, carry—Coastal; corp 


reorgan—Coastal 

Cohen—sale—business 

Cold Metal Process—account, accrual— 
Sup Ct 

Commodore’s Point—loss, carry—Coastal 

Continental Tie & um ber—account, 
accrual—Sup Ct 

Converse—family—property settlement 

Corn Products Refining—loss, hedging— 
capital 

Coughlin—expense, travel—lawyers 

Coulter—charity, contrib—bargain 

Court Holding Co.—liquidations—bad; 
partner, basis—appreciated 

Crawford—unemploy — employment 
plication 

Crowell Land and Mineral Corp.—farm 
—live stock 

Coens Public Service—liquidations 





ap- 


Darlington Veneer Co.—insurance—fire 
DeBlois—account, cash—fire insurance 
Dexter—foreign, income—ezempt 
Diamond—employ, meals—income 


Dillon—depreciation—rental 
Dixie Pine Products—taxes—time; 


ac- 
count, accrual—Sup. Ct. 
Doak—employ, meals—income 
Dobson—Tax Ct.—circuit 
Doran—insurance — buyout; life; stock 


redemption; Prunier 

Douglass Est—gift, minor—estate tax 

Drieborg—fraud—returns 

Edenfield—redeem, dividend—Holsey 

Emeloid—insurance—buyout; life 

Evans—depreciation, salvage—IRS; 
fraud—disbarment 

Exchange National Bank of Shreveport 
—coll, transfer—insurance 

Federated Mutual Implement and Hard- 
ware Insurance Co—foreign, income— 
exempt 

Feldman—fraud—returns 

Field Enterprises—interstate—constitu- 
tional 

Fischer—redeem, dividend—Holsey 

Flaxlinum Insulating Co.—insurance— 
fire 

Flora—procedure—district ct.; pay 

Fox—farm—livestock; redeem, dividend 
—Holsey 

Freuler—coll, transfer—insurance 

Gallo—loss, carry—continuity 

Georgia Carolina Chem. Co.—insurance 
—fire 

Golonsky—insurance—fire 

Gooding—corp, capital—preferred 

Goodman—est ,gross est—deferred comp 

Gordon—employ, meals—income 

Gotfredson—farm—livestock 

Great Island—income, state—federal de- 
duction 

Greenspon—depreciation—rental 

Gunderson—income, state—federal 
duction; taxes—time 

Gunther—expense, travel—lawyers 

Gwinn—charity, contrib.—bargain 

Hackett—comp—deferred 

Hardenbergh—family — property settle- 
ment 

Harris—family—property settlement 

Haynes—dependant—rental 

Hays—est, admin—gifts 

Heininger—income, illegal—survey 

Herff—charity, contrib.—bargain 

Hocking Glass Co.—insurance—fire 
olmes—est, admin—gifts 

Holsey — redemption, dividend — ruling; 
insurance—buyout; stock redemption; 
Prunier; stock retirement; dividend— 
corporate distribution; Holsey; loss, 
carry—change 

Hubbard—foreign, income—ezempt 

Hyslope—employ, meals—income 

International Boiler Works Co.—insur- 
ance—fire 

International Business Mach. Corp.— 
state & local tax—federal enclave 

Irwin—account, accrual—Sup Ct 

Iverson-redeem, dividend—Holsey 

Jackman—charity, contrib.—bargain 

Janss—expense, travel—home 

Jennings—gift, minor—estate tax 

Jones—employ, meals—income 


K&H Realty—compensation—reasonable 
Kasper—est, mar ded—property 
Kieferdorf—coll, transfer — life insur- 
ance; insurance 
Kimball-Diamond—loss, carry—purchase 
Kindschi—crimes—disbarment; fraud— 
professionals 
Kintner—tax prac—Kintner 
Koppers—loss, carry—Libson; continuity 
Koshland—est, con of death—gifts 
Krause—family—property settlement 
Lake—mineral—future income; oil & 
gas—Lake 
Latimer-Looney—depreciation—rental 
Legallet—insurance—life 
Lehman—est, admin—gifts; trusts—re- 
ciprocal 
Levenson—exempt, organ—collapsible 
Libson Shops—loss, carry—adjustments; 
analysis; Coastal; Libson 
Lilly—income, illegal—survey 
Lober—est, admin—gifts 
Lowenthal—redeem stock, dividend — 
Zipp 
Maass—est, con of death—gifts 
Magness—employ, meals—income 
Manahan—oil—intangible 
McDermott—est, con of death—gifts 
McDonald—farm—livestock 
McGhee—est, con of death—=stock divi- 
dend; gifts 
McGrah—depreciation—rental 
MeMurty—family—property settlement 
Memphis Gas—interstate—constitutional 
Merchants National Bank—est, mar ded 
—planning 
Merrill—family—property settlement 
Metropolitan—coll, lien—foreclosure 
Nell—foreign, income—ezxempt 
Newberry’s Est—est, admin—gifts 
Newmarket Mfg—loss, carry—Libson; 
continuity 
North Am Oil Consol—account, accrual 
—prepaid income: Sup. Ct. 
N Texas Lumber—account, 
Sup Ct 


de- 





accrual— 


Norton—interstate—constituiional 
Oates—comp—deferred 
Oppenheim’s—insurance—fire 
Panhandle—interstate—workable 
Papineau—employ, meals—income 
Particelli—sale— business 
Pearlman—coll, transfer—insurance 
Pelton Steel—corp, accumulated—Pel- 
ton; insurance—buyout 
Peurifoy—expense, travel—home 
Philber—depreciation—rental 
Phillips—coll, transfer—insurance 
Piedmont Mt. Airy Guano Co.—insur- 
ance—fire 
Pilot Freight—depreciation—rental 
Pipe—est, mar ded—planning 
Proctor—charity, contrib—bargain 
Prunier—insurance—life; Prunier; stock- 
holders; stockholder retirement; stock 
redemption; stock retirement 
Reilly—est, mar ded—planning 
Rice—est, admin—ewzecutors 
Riddlesbarger-corp, reorgan—spin-off 
Rollingwood—depreciation—rental 
Roseman—procedure—payment 
Rosenthal—family—property settlement 
Rosenwasser—gift, minor—estate tax 
Rowen—coll, transfer—insurance 
Rutkin—income, illegal—survey 


Sanders — insurance — life; stockholder 
retirement; stockholders’ lives; stock 
redemption 


Saunders—employ, meals—income 

Schuessler— account, accrual — prepaid 
income 

Security Flour Mills—account, accrual— 
Sup Ct 

Security Trust—coll, lien—priority 

Seijas—crimes—disbarment; fraud—pro- 
fessionals 

Shoe—expense, invest—derivative suit 

Shoe Corporation of America—insurance 

—Prunier 

Shreve—coll, transfer—insurance 

Smoot Sand & Gravel—corp, ace earn— 

egs. 

Sneed—comm prop—Tezas 

Southwest Consolidated—corp., reorgan 
—stock warrants 

Spring City Foundry 
—Sup Ct 

Stanton Brewery—loss, carry—continu- 
ity; Libson 

Steinreich—fraud—returns 

Stephens—depreciation—rental 

Stern—coll, transfer—insurance 

Stuart—coll, transfer—insurance 

Supplee—property—federal 

Sutter—expenses, travel—lawyers; proof 

Sweet—est, mar ded—state court 

Texas Trailercoach—account, reserves— 
finance 

Third Nat'l Bank & Trust—tr, admin— 
allocation 





account, accrual 





Tucker—loss carry change; redeem, 
dividend—Holsey 

Tyson—coll, transfer—insurance 

Van Dyke—property—federal 

Waldheim Realty—account, cash—fire 


insurance; account, accrual—cash 
Wall—redeem, dividend—Holsey 
Wallace—expense, travel—home 
Watson—sale—business 
Wemyss—family—property settlement 
Western Union—coll, transfer—insur- 

ance 
Wier—depreciation—rental 
Wilcox—income, illegal—survey 
Willett—partner, basis—appreciated 
Williams—compensation—reasonable 
—" Furniture Corp.—insurance— 

ire 
Wilson—foreign, income—exempt 
Woodall—employ, meals—income 
Zens—redeem stock, dividend — Zipp; 


Holsey 
Zerillo—sale—business 
Zipp—redemption, dividend — ruling; 
Zipp; minority stockholders; Holsey; 
insurance—Prunier 


CODE SECTIONS DISCUSSED 


Articles containing extensive discussion 
of Code sections are listed below. The 
number is that of the section of the 
1954 Code, references are as in cases, 
above. 


62—deductions—professionals; expense, 
travel—lawyers 

74—-comp— professors 
119—employ, meals—income 
120—employ, meals—income 
162—expense, travel—lawyers 
164—property—federal 
172—losses, carry—adjustments 
212—deductions—tax 
262—expense, travel—lawyers 
263—oil—intangible 
267 (c) —corp—attribution 


269—loss, carry—adjustments; analysis; 


proposal 












1 2—red: 
oceen52—dep 

"degG6—est, 
3—dep 


302—corp., capital—preferred; 
advisory; IRS; Sec. 302; 
pon oo a 
303—redemption, death—heirs; mari 
bad debts—banks; corp, ch — 
cash; est, plan—redemption 


4 
804—corp, parent—advisory i 
305—stock—two class Or 60 
306—corp, capital—preferred; corp; cjg fan 

—cash 9401- 


311—Coll, transfer—insurance 
318—corp—attribution; 





i 22730 
- Suranc@ggi—cl 
Prunier; stock—constructive ie 





ership 72— 
333—real est, subdiv—capital gain } 6) ta: 
334—loss, carry—purchase; real est, §-¢9—fa: 
div—capital gain 2992—e 
341—corp, collapsible—two shot 3387—f 
355—corp, reorgan—active busing 4965—e 
spin-off P 
368—liquidations—bad; corp, reorgay 
advisory group 
377—liquidations—bad 





381—depreciation, salvage—IRS; \4 
carry—adjustments; analysis; | first w 
son; proposal; continuity or wht 

382—loss, carry—purchase; analysis) cocond 
Libson; proposal; continuity pr whicl 


421—-stock, option—declining 


481—account, change—inequities q  S 
482—WHTC—intercompany sales JFitem bs 
531—corp, close—cash 

537—corp, acc earn—Regs bander 
613—deplete, percent—~political nt A E 
677 (b)—gift, minor—estate tax ian S- 
706—partner, death—taz year * Set 
736—partners—redemption er R P- 
74i—partner, basis—appreciated HTC— 


751—partner, basis—appreciated; pq br W R 
ner—advisory group 


754—partner, basis—death =e 
8683—WHTC— intercompany sales } 4, 


872—foreign, ship—refuge, flags \ 
royalties tax eq 





902—foreign, corp ay 
921—W HTC— incidental; intercom hes W 

sales . D—er 

1033 (a) —insurance—fire Figs 
1221—real est—Sec 1237 ro 

pid inco 


1223—real est—Sec 1237 





1231—depreciation, salvage—IRS; , 
est. subdiv—capital gains; @° 
1237; depreciation—rental; j care 
ance—fire e-’ 
1235—foreign—Sec. 1235 peta 
1237—real est, subdiv—capital pre 
Sec. 1237 WwW 3 
2012—est, admin—gifts cent 
2035—est, admin—gifts age 
2036—gift, minor—estate tax; est, sees dA 
min—gifts “ H 
2037—gift, minor—estate tax; est, ca 
min—gifts W N- 
2038—gift, minor—estate tax; est, aan 
min—gifts a tesi 


2039—est, gross est—deferred com 
2040—est, admin—gifts 

2041—est, admin—gifts 

2042—coll, transfer—insurance 
2056—est, mar ded—admin; plannin 
2514—est, admin—gifts 
2515—joint tenancy—gift 
2516—family—property settlement 
6001—book—what records 





6321—coll, lien—priority ; ‘@ 
6323—coll, lien—priority 

6334—coll, lien—priority 

6901—coll, transfer—insurance 
7482—Tax Ct.—circuit 


7512—withhold, wages—collection 
1939 Code 

22(k)—alimony, deduction—suppor' 
115(g) (1)—redeem, dividend—Hole) 
117(m)—exempt, organ—collapsibl 
129—losses, carry—purchase 
311—coll, transfer—insurance 

316 (a) —taxes—time 

900—coll, transfer—insurance 


REVENUE RULINGS DISCUS 


53-15—WHTC—intercompany sales 
53-38—insurance—fire 
53-235—dependent—rental 
54-13—corp, capital—preferred 
54-77—value—closed corp. 
54-229—depreciation—rental Fy 
54-458—redeem, dividend—Holsey 
55-112—corp, capital—preferred 
55-119—annuity—hazards 
56-116—corp, capital—preferred; | 
stock, 306—IRS policy 
56-270—est, mar ded—planning; red 
death—marital 
56-287—corp, reorgan—spin-off 
56-344—corp, reorgan—spin-off 
56-451—corp, reorgan—spin-off 
56-485—corp, capital—preferred 
56-511—expense, invest—derivative® 
56-521—corp, capital—preferred ~ 
56-555—corp, reorgan—spin-off 
56-557—corp, reorgan—spin-o/f 
56-655—corp, reorgan—spin-off J 


57-103—redem stock, 306—IJRS poli 

57-105—taxes — time; 
federal deduction 

57-126—corp, reorgan—spin-off 


income, st4 











12—redem stock, 306—JRS policy 
red; redent59—depreciation, salvage—JRS 
302; 66—est, admin—g/fts 


Casey W J—partner 
Choka A D—corp, 
cialist 


tax advantages 
reorgan—non-spe- 


Hickey M W—est, admin—tax problems 
Hobbet R D—corp, reorgan—stock war- 


Plumb W T—coll, lien—comprehensive 
Polasky A N—est, mar ded—planning 


rant; expense, travel—lawyers; re- Rabb A L—partner—partnership 
pee 33—depreciation, salvage—IRS Cimino M—est, admin—tax saving deem—I RS Rado A R—foreign—Sec. 1235 
Leirs; marigo—comp—professors Coburn G M—Tax Ct—circuit Hollman L D—foreign, income—legisla- Rand S H—state&local—N.Y. 
corp, ¢k corp, reorgan—active business Cook J B—expense, repair—cases tive Redman T—withhold, wages—combined 
mption | Pro. 57-18—depreciation, salvage- Cook J E—est—Colorado Holzman R S—insurance—retrospective;  Reiling H T—charity, organ—definition 
ry S Cox, F L—income, state—uniform procedure—jury Ress S S—withhold, wages—eollection 
Or 60—IRS, procedure—Tax Court Cox R G—account, principles—taz rules 


red; corp; cj} 9—family—property settlement 
9401—inventory—agreement 
22730—oil—intangible 

nee ae charity, contrib—bargain 

structive 


ance 


Creed J F—foreign, corp—royalties tax 
credit 

Cross J H—coll, lien—Supreme Court 

Cuddihy J A—loss, carry—analysis 


Horowitz M—depreciate—real estate 
Icerman P F—est, plan—m‘ddle income 
Isaacson B B—tax prac—CPA 

Jenks T E—foreign, income—proposals 
Jensen W M—depreciate—Bulletin F 


Richardson B K—farm—cooperative 

Riordan J Q—procedure—district ct; 
pa 

Rockefeller R L—value—closed corp. 

Romak T—Depre, salvage—/RS 


b335—charity, contrib—bargain Dale E R—redeem—See 302 Jones H L—redeem, dividend—Holscy Ross W D—state & local—High 
’ : 6472—employ, meals—income Dane J—Corp, reorgan —taz-free ex- Jorgensen R R—foreign, business—in- Sacks D G—coll, liens—banks 
ital gain 8-61—tax prac—Kintner changes; interstate—workable come Sams F W—redemption, dividend—rul- 
; real est, s§.¢9—farm—cooperative Dobrzensky M W—corp, reorgan Joseph G M—sale—bus ‘ness in 

2992—employ, meals—income Coastal Kohn G J—corp, thin—checklist; re- Schlesinger M R—corp—attribution 
o shot 3387—foreign, ship—refuge flays Donaldson J B—partners, basis—appre- deem, death—marital Schneider H—gift, minor—estate tax 
ive busing 49g5—employ, meals—income 


ciated; corp, collapsible—two-shot; de- 


Kaminsky M—Tax Court —/RS proce- 


Seal H L—pension—actuarial 


: ductions—legal fees; redeem—advisory dure; policy—principles Seidman L W—dividend—corporate dis- 
orp, reorgay — —— <n aie saving Kehoe A R—insurance—buyout tributions 
Junn J P—est, admin—gifts Kessling F M—income, illegal—survey Shannon G F—inventory—agreement 

— AUTHORS INDEXED Eolis M I R—state & local—N.Y. Kilpatrick H C—Tax Ct—proposal Shaw T T—corp, reorgan—sketch 
; rate : Eubank M—unemploy—legislation King E P—foreign, income—forcign- Simon S C—oil & gas—Lake 

anatysis; 4 first word below is the name of an Fager J W—corp—ygeneral source Sinrich N—loss, carry—Libson 
ruity hor whose work is indexed herein; Fiske L E—timber—taz Knickerbocker D C—est, insurance Smith D T—policy—taz 
se; analysis} second word is the major headin: ; 


Freeman H A—loss, hedging—capital; 





; - - — - premium payment Smith L J—foreign, nonresident—Can- 
mtinuity by which his work is listed ; the third account accrual—Sup. Ct. Kohr L—policy—ancient ede ad 

eee, i the minor headin, and the last Freeze CA—farmers—livestock Kooster B L—per hold—benefit Smith M W—depreciation—rental 
— fd (italicized) is the first word of Fuchs J S—insurance-—business pur- Kopperud A—redeem—advisory Sneed J T—insurance—Prunier 

ny sales item by that author. _ chase : ? Kramer R—est—1957 Sorden D—corp, accumulated—Pelton 
i : ¢ : Gad S—expense, education—cducation Kust L E —state—location choosing Spandorf L—real est, subdiv—capital 
iti 1 kander W R—pension—projit Gallagher C P—est, mar ded—state Kust M J—foreign, treaty—Pakistan gain 

itica 9 3s. CH a °, A 4 ° 7 . : 

“a mnt A E ee ge a court Lamme W H—joint tenancy—gift Steefel E C—foreign, income—Germany 


tax cian S 
year ar D—WHTC—intercompany sales 


Garcia L V—tax prac—Kintner 
Gelband J F—redemption, death—heir's 











Lawthers R J — insurance — Prunier; 


Stevens W K—trusts—trust transactions 





. : = - : 3 M stock redemption; pension—outline Sullivan J W—sales—advertising 
: r R P—foreign, ship—refuge flags; Gemmill J G—loss, carry—purchase Levine M—loss, carry—continuity Surrey S S—audit—tighten 
eciated HTC—intercompany sales Goedert J P—policy—AICPA; overhaul Lore M M—Coll, transfer—insurance Sutter W P—partner, death—taz year 
reciated; i. W R—foreign corp—royalties tac | Gradwhol J M—est, admin.—ezxecutors Lurie A D—pension—pension Swaim R S—pension—small 
h edit ' Greene R L—corp. capital—preferred; Maier L—redeem stock, dividend—Zipp Swanson H P—foreign, bus—proposed 
eal er H G—books—rcfusal; what re- corp, close — cash; compensation — Mason J C—gift—unreported gift Sweet J—corp, reorgan—Coastal 
feng fla ee brds _ checklist McCarthy J—foreign, income—place of Swift M F—returns, consolidated—ez- 
je, S498 in S—loss, carry—propoeal Greenside M—fraud—returns sale amples 
ities tas Gow J—depreciation—useful Groh R—employ, benefit—widows; real McLucas D H—trusts—discretionary Taynton, M—depre, salvage—Regs 
intercomine, W T—comp—deferred est—Sec. 1237 Meek M R—foreign, non-res citizen Teschner R R—stock—constructive own- 
D—employ, meals—income Gumpel H J—foreign, income—Germany; basic principles ership 
gends F L—account, accrual— pre- foreign, business—Mesxico Merritt R L—insurance—fire Tipton B B—property—Jowa 
faid income Gutkin S A—employ, meals—income Meyer M E—annuity est&gift—private Tonelson E D—real est, subdiv—capital 
IRS: wie A A—pension—public Haddad W N—stock—two class _ Miller P—income, state—federally gain 
er iS; Mi. F J—deplete, per cent—political Haigsberg O—state & local—differences Mills L—tax prac—accounting Tribble L H—income, state—Fla. 
um 9Uns; Srcartner E D—exempt, organiza- Haller G D—crimes—disbarment Monacelli A H—exempt, income—mu- Turney C E—foreign, income—inei- 
rental; in yns—lenders exchanges Hammett F W—corp. close—cash; com- tuals dental 
@ner R L—expense, travel-——lawyers pensation—checklist Moore F C—property—assessment Vom Baur F T—Tax Ct.—circuit 
anthil worth D L—insurance—life Hardy D J—corp, parent—advisory Moss C J—damage—litigation and settle- Wagman S P—coll, transfer—insurance 
om einer J L—real est—purchaser Harrington R C—audit—preparer ments Walker R M—coll, lien—priority 
we W J—est, plan—disclaimers; re- Harry S C—stock, tax—Pa. Mothershead B S—partners, records—ac- Ward J F—income, state—La. 
lemption Hayes J T—expense, travel—disallow- counting Webster G E—stock option—declining 
tar: eat men W OH Tax Ct.—pretrial ance Murdock J E—Tax Ct—changes Weiss R L—tr—real estate 
; a Brerd A W—foreign, hold—when Hea W—corp, close—capital Murphy J H—crime—tazx evasion Welsch G W—losses, carry—adjustments 
tax: eat tet H.—bad debts—bani:s Hellerstein J R—corp, reorgan—market- Nelson R E—annuities—hazards Westfall D—est, plan—widow’s election 
€ tax; Cl. Bry R—liquidations—bad able; interstate—constitutional Palley S B—expense—moving Willard D G—corp—formation 
W N—pension—pension Helstein R S—account, accrual—state Palmer J L—corp, capital—preferred 


€ tax; est wn G S—insurance—premium pay- 
Bent test 

com a1 B T—tr 

fford A L 

Proll M B 


ferred 
reciprocal 


partner, basis 
foreign, business 


death 


doing 
urTance 


n; plannir 


taxes 
Hendriksen E S—account, 
financial reports 
Herzberg A—account, reserves 
Herzog R P—IRS, procedure 


principles- 


finance 
Tax Court 


Palmer R C—charity, contrib—bargain 
Parker A J—coll, liens—banks 
Peloubet M E—depre—proposed 

Petta L—loss, carry—continuity 
Phillips J C—compensation—reasonable 


Williamson J G—est, 
gifts 

Winton S C—gifts—proposed reg 

Wolfe P V—employ, meals—summary 

Woodward E—trust, short—precautions 

Young F N—corp, reorgan—spin-off 


plan—insurance 





settlement 
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INDEX OF NEW DECISIONS REPORTED IN THIS ISSUE 
uTance 
aitlaiiinn NEW DECISIONS are listed below by the Halsted 83 Pelton Steel 78 Vogel 81 Weisberger 82 
single significant word in the citation, gener- Hanson 95 Penn Needle Art 78 Von Hoffman Werner 107 
ally the taxpayer’s last or principal name. The Harder 124 Perry 108 Corp. 94 Wisconsin Mem- 
on—suppor' number is page where summary will be found. Hardy 85 Phillips 82 Wagner 92 orial Park 73 
idend -Hole Heath 123 Post 91, 115 Walker 115 Woodall 124 
i— collapsibl Abbot Consolidated Herbert 99 Powell 124 Want 81, 82 Woodside Mills 119 
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-spin-off Champion General Motors 110 McCurnin 100 Teskey 100 58-230 85 58-262 119 
spin-off Spark Plug 93 Geometric McGuire 125 Thompson-Hay- 58-232 100 58-264 119 
preferred Citizens Fed. Stamping 93 MeNichol 81 ward Chemical 122 58-233 100 58-265 119 
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TABLE O 3) pte ALEXANDER’S FEDERAL TAX HANDBOOK, edited by 
Robert M. Musselman, is the only complete one-volume ref- 
erence text on all Federal taxes including income, estate, gift, 
social security, withholding, excise and miscellaneous taxes. 


1. Introduction @ 2. General Pattern of the Federal Income Tax @ 3. 
Returns, Exemptions, and Rates for Individuals @ 4. Income—General 
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@ 10. Deductions for Trade and Business Expenses @ 11. Depreciation answer to the many problems that arise in daily practice. 

and Depletion @ 12. Sales and Exchanges—Basis @ 13. Sales and Ex- As one customer wrote, “We have been advised that the 
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Gain or Loss @ 15. Installment and Deferred Payment Sales @ 16. Bad and we would like to add a copy to our library.” 

Debts and Losses @ 17. Interest, Taxes, and Contributions @ 18. Medical 
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